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I INTRODUCTION

Arizona Corporatlon Commlssron Staff (“Staff’ ) hereby ﬁles its openmg brref n thrs matter

Thrs brief prrmarrly attempts to identify and explam all issues. and/or pos1t1ons adopted by Staff in

this proceedmg Although this bnef also attempts to antrclpate and respond ‘to other partres e’

cntrcrsms of those posrtlons Staff mtends to address the majonty of such crltlclsms in its responsrve

br1ef ourrently due on February 5, 2007.

II. THE COMMISSION SHOULD REJECT APS’ PROPOSED "‘ATTRITION'

ADJUSTMENTS,” WHICHARE BOTH MERITLESS AND UNTIMELY RAISED.

APS oriticizes Staff for failing to perform an analysis of the likely consequences of its overall
revenue requrrement recommendation, (Dittmer Surrebuttal Test., hereinafter referredto as “f)ittmer
Surrebuttaly ” Ex.’k S;3‘4 at 4) APS concedes a humber of adjustments, but'advocates for an “attrition
adjustment’ that Would ‘make up on a dollar-for-dollar basis the sum of any Staff RUCO, or
intervener adJustments that the Commlssmn mlght adopt (Drttmer Direct Test., heremafter referred
to as “Dlttmer Direct,” Ex. S-34 at 4; Tr. at 4264 -65). The basrs of this request is APS ﬁnanmal
forecasts for 2006, 2007, and 2008, which allegedly indicate that the Company must receive all of its
rate request in order to retain its investment grade credit rating. (Dittmer Surrebuttal at 4-5). Staff
urges the Commission toentirely reject APS’ various requests for so-called “attrition adjustments”

for the reasons discussed below.

A, APS’ Initial Testimony And Exhlblts Were Not Developed Based Upon Financial

Integrity Issues

’ APS’ rate application is based upon an adjusted historic test year ending September 30, 2005. |

(Dittmer Surrebuttal at 5). The nature of this filing is consistent with the maj ority of APS’ prior rate
cases: not since the completion of Palo Verde has APS requested rate relief based upon financial
integrity issues. Id, at 5-8. Until the Company filed its rebuttal testimony, there was no reason to

assume that the present case was any different. Id. at 5.

1;
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: ‘In'Sta'ff’ s View% this rate ciase’ha’s Bsen driveﬁ primdrily by ﬂsing’ fuel and purchased poWer
costs. and by issues concerﬁing the méshanics of the 'Compahy’s existing ,Powe‘r”‘ S‘kupply‘ Adjustﬁor
(“PSA”), which imposes restrictions upon the timing and recovery of fuelr and purchased pow’er‘costs. ‘
ld. at‘6’. Staff has therefore devoted, thensive resoufces to evaluatingkthe reasonabléness of prof)ossd
fuel aﬁd pﬁrchassd powér cost increases and to revieWing ‘;he mechanics of the e‘xisting'PSA.‘, Id.; at
6-7".‘ Gi‘Ven‘ the"nature‘ of t’her Company’s original rate case \ﬁling, this resourCe alloqstion wss
reasonable. |

During tyhé“construction of ‘Palo‘ -Verde‘, APS occasionally sought rate relief baséd upoﬁ

financial integrity issues. Id. at 5. Thosé,cases, however, clearly identified the basis for the rate

request within the original filings. Id. In the present case, APS has essentially “laid in° wait,”

alloWiﬁg Staff and the other Parties to sxpend considerable time and resources evaluatjng its
proposed adjustied historic test year cbst of service before switching thé basis for its fequest virtually
in mid-stream. (See Dittmer Surrebuttal af 7, 13). If the Commissioﬂ were to adopt APS"speciﬁc
“attriﬁon adjustménts”—requésts that first arose'in APS’ rebuttalfit wiil encourage this utility as
well as other"Arizona utilities to adopt 'sirrﬁlar tactics in the future. APS will conclude that it can hold
its “real case” in reserve ‘until rebuttal, when opportunities for discovery and analysis areseverely\
limited. This practice is unfair, and the Commissioh shsuld‘not r_ewérd APS’ for this behavior, but
should instead expressly disregard APS’ untimely request for “attrition adjustments.”

B. The Commission Should Be Wary Of Relying Upon The Company’s Unaudited
- Forecasts. ‘ ‘ ~ ~

The Commission should not rely on the Company’s forecasts as a basis for determining rates.
(Dittmer Surrebuttal at 8). Arizona is an historic test year jurisdiction. Both Commission regulations
and applicable case law would appéar to foreclose APS’ attempts to achieve rates based upon a future

test year.




3%

10

11

12

13
14
15
16
17
18
19
20
21
22
23

24

25

‘APS’ :forecasts’ are also not as reliable as they would be 1f they hadbeen ’,subjjected to typic'al ‘
rate case scrutiny.‘ Staff and the other parties did not;’ know until late in the proceeding that tlre
Company planned to assert a request for rate relief based upon rationales other than an‘,historic test
year. iTherefore, the forecastsipresented by the Company have not receiVed the level of review’
necessary 0 determine the extent of their, accuracy or reliability. Id. at 7-10. |

- For example APS’ forecasts appear to be based on “total company earnings, includmg data
related to APS’ transmission operations (Dittmer Supplemental Test., Ex S-39 at 8-9). Therefore, it

is not clear to what degree any alleged‘ earnings shortfall isrelated to a potential need for transrmssron

rate relief, Id at9.

Just as mistakes and oversiglits occurred in the preparation of APS’ original case, it is entirely :
possible that mistakes and ‘oversights occurred in the preparation of APS’ kﬁnancial forecasts. Id. at’
l(l. Even in the absence of actual eITors, forecasts can be prepared with res{ultsl skewed toward
pessimistic or optimistic results. Id. If the Commission were to base APS’ rates upon these‘

forecasts—which were provided late in the proceeding, thereby precluding the parties from

performing a meaningful review—APS will be encouraged to repeat these tactics. The Commission |

should not allow APS to benefit by these manipulations of the rate case process.

C. The Commission Should Recognize The Significant Advantages To APS’
Shareholders Inherent In The Existing PSA. ‘

The inclusion cf demand charges in APS’ ’PSA is a substantial benefit to APS in its efforts to
address attrition. (DittmerSurrebuttal at 11). Earnings attrition occurs when the increase in the cost
of providing 7service begins to outpace the increase in margins from growth in sales. Id. at 10. APS
is experiencing and probably will continue to experience high growtli in retail sales. Id. at 11. This
growth creates a need to add transmission and distriliution plant and to find new sources of

generation capacity and energy. Id. At least until the ,expiration of the self-build moratorium




10

11

12
13
14

15

16

17
| 18
19
20
21

22

23,

24

25

estahlished in Decision kNo. 67744 APS will probably meet the need for new generation capacity and
energy throuoh purchased power agreements Id. | | |

APS existing PSA permits APS to pass through not only energy charges but also demand
charges Id The purchased capacrty paid for through the demand charges replaces the need to build
generating capac1ty that would otherwrse be requrred to meet customer growth [d It is worthwhile

and significant to note that demand charges are not always mcluded in fuel adjustment clauses. Id.

Specifically, demand charges are often excluded from such clauses because grthh in retail sales will |

often be available to offset or “pay for” the incremental demand costs incurred to serve new load. Id.

Staff is not suggesting that demand charges should be e)rcluded from APS’ PSA; Staff merely
raises 'this issue to point out‘r that APS’ PSA is more beneficial to 'shareholders than many fuel
adjustment clauses. Id. Because any attrition related to production costs is signiﬁcantly addressed
through the recovery of demand charges in the PSA, growth in retail margins is available to a much
larger extent to meet cost increases related to growth in distribution plant and to recover cost
increases caused by inflation over time. Id. at 12. This feature of APS’ existing PSA significantly
underrnines APS’ claim that it will suffer “attrition.”

D. APS’ Request For “Attrition Adjustments” Is Without Merit And Should Be‘ :
-~ Rejected.

Staff urges the Commission to reject APS’ requested “attrition adjustments” at this time.
Although such adjustments were sometimes granted in the timeframe ror" the late 1970s through early
1990s, the circumstances that supported attrition adjustments in those cases are not present in this
case. (Dittmer Surrebuttal at 18). For example, interest rates and inflation rates are but a fraction of
what they were in the early 19805. Id.  Although APS forecasts a need for signiﬁcant construction «
expenditures for transmission and distribution, 1t does not have plans to construct a new generating
facility.. 1d. Pursuant to Decision No. 67744, APS is forecloseid from constructing new generating

facilities absent Commission approval. /d. at 18-19.

4
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: Furthermore, the need fora‘ ba,se rate increase in this case is entirely driven l>y ,increased fuel
and 'purchaseel powe’r‘ex’pienses. Id at 19. Speoiﬁcally,iiStaff recommended an overall bese rate
increase of $191.4 ’million,r which inclndes an increase'in fiiel"and pu’rchased powericr)sts of $193.5
million. [cl. ,jThus, out’sirle of fuel and purchased power cOsts,’APS’ eost of service has been{—énd
continues 1o be%adequately reeovered within existing base ratesy'. fd.

r ’F inally, Staff is recornmending significant m‘odiﬁc‘ations to tlie existing PSA. ’, Staff is
reéominending the elirnination of the 90/ 10 sharing mechanism, which contributed’ to somer"degree to
APS’ cash ﬂ‘ov»\i constraints and earnings shortfalls. 1d Staff is also recommending a “forward
component’” for the PSA, Whieh Will serve to set the adjiuster rate based upon forecasts thatere closer
in time to the period in which ﬁJel end purchased power costs will be incurred. Id. at 19-20. If these

and other modifications are adopted, the likelihood of cash flow constraints due to delays in recovery

of fuel and purchased poWer costs should be significantly diminished. /d. at 19.

Staff believes that any “attrition” that may have occurred was related to the delay in the

recovery of fuel and purchased power costs. Id. at 20. If Staff’s PSA recommendations are adopted, |

attrition caused by such delay should be virtually eliminate(l. Id. Given cnrrent conditions of low
inflation, low interest rates, experience with APS’ existing PSA, and Staff’s proposed changes to the
PSA, “attrition adjustments” are not necessary at this point in time, and the Commission should reject
them. Id.

E.  If The Cdmmission Were Inclined To Adopt—Over Staff’s Obiection—%Anv Of

APS’ “Attrition Adjustments,” It Should Adopt Either The CWIP Proposal Or
The Accelerated Depreciation Proposal.

If the Commission were inclined to adopt an “attrition adjustment,” it should at least clioose
an alternative that will eventually be credited to ratepayers. iBoth the CWIP proposal and the
accelerated depreciation proposal affect the recovery period for fixed assets. (Dittmer Surrebuttal at |
at 16). Each of these two proposals results in accountingfchanges that will eventually yield

reductions in rates for future ratepayers. /d. at 16-17.

5
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'eThe othet “attrition adjustments”’ pro‘posed‘by APS have no associated accountingchanges; “ '
thus, the revenues coliected under those proposals ‘V\‘/onld flow:to APS “bottoin line,” resttlting in-
increased earnings for snareholders kbut failing to produce any di’rect beneﬁt to ratepayers. Id. at 17.‘
At least ,the CWIP prOposal and the acoelerated depreciation proposal "would eventually provide
i)enefits to fnture tatepayers. | | ’

£ F. If APS Wishes To Seek “Attrition Adiustments” In_Future Cases, The

Commission Should Require APS To Specifically Set Forth The Relief That It | -
~‘Requests In Its Initial Filing. s

1If, in the future, APS wishes to propose an attrition adjustment or any other unique rate

| proposal that is driven by forward-looking financial metrics, itkshould be required to make suoh

requests within its initial direct ﬁling so that Staff and other parties are appropriately forewarned and
can efficiently allocate resources. (Dittmer Surrebuttal at 17). The Coinmission should issue a
specific and express,statement to that effect in this case.

APS should not ‘be pennitted to make ’signiﬁcant requests based upon new arguments for the
first time intne rebuttal phase of its case. Id. Staff and other parties had less than two"weeks to
respond in surrebuttal to APS’ rebuttal; accordingly, there was insufficient time to undertake
dis‘covery or perform meaningfui analysis of APS’ new proposals. Id. It is Simply ‘unfair to allow
such behavior from APS, and the Cornmission should ensure that such tactics are not repeated
III.  THE COMMISSION SHOULD ADOPT STAFF’S PROPOSED BASE COST OF FUEL

AND PURCHASED POWER ‘

In 1ts direct case, APS used normahzed projected 2006 data to form the basis for its proposed
base cost of fuel and purchased power. (Antonuk Direct Test., heremafter referred to as “Antonuk
Direct”, Ex. S-28 at 4-5, 26). Staff reviewed APS’ proposal and concluded that calendar year 2006
serves as an appropriate period from which to establish the fuel and energy portion of APS’ base
rates. Id. at 26. Staff proposed a number of adjustnients to the 2006 data in order to arrive at its

calculation for net retail fuel costs: $824.4 million, which results in an average fuel cost of 2.8104

6
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eents/kWh. Id at 5-6, 26-32 Brased‘up(’)n t’hisealculetion‘, Staff concluded thaf APS’ proposed base '
cost of ‘fuel ’éﬁd purehased p’ower sheuld be redﬁced by $1‘1~1.‘6 millioﬁ (Wi‘th‘the APS : sharing ' |
proposal) or $1’1 1;"4 (Witheth the APS sharing pfoposal). [d at 33. It should also be redUced by a
further $3,702,501‘v to reﬂeet 2006 ‘ymyargins for',tra’neactio‘ns 'ihifolving non-11tility use of anAPS
transmission asset. 1d. at 2'9;30’ 33, Fi'nally,’it 'ehOLﬂd be reduc’ed"fu‘rther to account for the removaly
of non-fuel aﬁd} energy cosfs assbciated with non-utility ﬁlafketihg and trading activity. (Antonhk
Direct at 33; Dittmer Dir’ecf ét 59—61). | | |

Instead of responding to the adjustments that Staff and others preposed in direct testimony,

APS’ reb'uttal abaﬁdoned its use of a 2006 forecast and instead substituted a 2007 forecast. (EWen

Rebuttal at 4-6; Antoﬁuk Surrebuttal, hereinafter ‘re‘ferred to-as “Antonuk Surrebuttel”, Ex. S-29 at‘ 2. |
3). Staff oppeses the use of APS’ ;20‘0'7 forecasts (provided in APS’ rebuttal and rejoinder) as the
means for determining the bese cost of fuel and purchased power. (Antonuk Surrebuttal at 8-10).‘ As
Staff witness Aﬁfonuk’s direct testimony describee, Staff ’thoroughly analyzed APS’ ofiginally‘
propoeed base cost of fuei and purchased power, which was based upoﬁ calendar year 2006.

(Antonuk Direct at 26-33). By contrast, the 2007 forecasts, which were provided relatively late in the

proceeding, have not undergone the same level of Staff scrutiny as the 2006 forecast presented in

APS’ eriginal case. (Antonuk Surrebuttal at 8-10). These forecasts are complex to perform, and t’hey‘ ‘

|| are subject to both judgment and error. Id. at 8-9. In ’fact, the potential for error is demonstrated by

APS’ testim‘ony,‘WhichAcontained at least two significant eIToTS. Id. at 9. For these reasons, the
Commission should adopt Staff’s recommended base cost of fuel and purchased power to determine
APS’ base rates.

IV. THE COMMISSION SHOULD REJECT APS’ PROPOSED PENSION EXPENSE
ADJUSTMENT, WHICH WOULD INCREASE TEST YEAR PENSION EXPENSE BY
APPROXIMATELY $44 MILLION.

- In her direct testimony, APS witness Rockenberger claims that, as of December 31, 2004, the

Company’s actuaries had calculated a projected benefit obligation of $1,371 million. (Dittmer Direet
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; at 62).' ‘She also states that, as of December 31;2004’ the “market vétlue” of the assets i the extemal

, pension trust was ‘approxirnately $982 million. -Id. According to Ms. Rockenberger, the difference

between these two figures leaves approximately“$389 ‘million of the projected p,ension obligation
“underfunded."" Id. Beeause Pinnacle West CapitalﬁCorporation etnd other entities are resp0nsibfe for
approximately 39%' of this underfunded etmount APS has proposed recovering\ from ratepayers the
remarnlng 61% (approx1mately $218 mllhon) over a ﬁve year perlod Id. The $218 mrlhon ﬁgure ‘
dlvrded by the ﬁve year amortlzatlon perrod results in APS’ requested adjustment of $44 mrlhon d ,’
Staff opposes this adJustment | ’

A.  The Commlssmn Should Reject APS’ Proposed Five-Year Amortlzatlon of The :
Underfunded Projected Benefit Obhgatlon

-1 The magmtude of APS ’ projected benef it obllgatton is not htghly unusual |
and should not be alarming.

~ Although it is not desirable for the projected benefit obligation to become significantly under

or over funded relative to the current market value of plan assets, APS’ “underfunded” position is not

positi'on is pn'rnarily attributable to 1) the under-performance of returns on plan assets over a short‘
period and 2) a signiﬁcant increase in the calculated projected benefit obligation that is directly
linked to the FAS 87 requirement to use a _conservative interest rate for purposes of discounting the
future obligation. Id, at 71-73, 81. In recent years, interest rates have fallen. A return to more

normal” interest rate levels would reduce the net present value of the projected benefit obligation

{and, in turn, the “underfunded” position.. /d. at 72, 81. In addition, a short-term rally in the stock

market could result in greater than expected returns on plan assets, which would also serve to narrow
the gap between the market value of plan assets and the projected benefit obligation. Id. at §1.
The point to emphasize is that the difference between the market value of pension plan assets

and the projected benefit obligation will vary—even significantly—over time. [Id..  These
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crrcumstances are. not unusual and do not support the drastic and completely unprecedented proposal
requested by APS Ia’ at 81-82.

2" The underfunded” posmon of the prOJected benef it obltgatton lS already
‘ conszdered within the development of APS’ test year cost of service.

To a large eXtent the “underfunded” position of the projeCted benefit obligation is already

'cons1dered Wlthln the net perlodrc pension cost and test year pension expense ‘which are both '

elements used to develop APS’ cost of service. (Drttmer Direct at 65). To add an additional pension
arnortization enpense, as APS proposes, could lead to a double collectron of these expenses. (Drttmer
Direct at 65; D1ttmer Surrebuttal at 26- 29) )

When the return on plan assets falls short of expectatlons or when the current estimate of the
pro;ected heneﬁt,obhgatron exceeds prror pI‘OJGCthl’lS FAS 87 requrres net periodic pens1on cost to
mclude an amortlzatron of srgmﬁcant shortfalls from earlier pI'O_]eCtIOIlS (Dlttmer Direct at 79-80,
82). The 2005 total net periodic pensron cost (before allocatlon to APS’ retail operatrons) was
$62,797,000, Wthh 1ncludes $19,801,000 attributable to the arnortrzatron of the shortfalls fromk
earlier projections. Id. at 82. Thus, nearly a third of net penodlc,pensmn cost for 2005 consrsted of
this “catch up” amortization. Id. at 80, 82.

APS witness Brandtrasserts that APS’ pension trust did not “underperform’,’ relative to the‘
overall stock market. (Dittmer Surrebuttal at 26). While this may be true, it was never a point
suggested by Staff and is completely irrelevant to the resolution of this issue. In his drrect testimony,
Staff witness Dittmer stated that APS’ trust balance dechned between 2001 and 2003, and he
acknowledged that this decline is not surprising when one considers the overall performance of the
stock market during this' timeframe. Id. Contrary to APS’ implications, the basis of Staff’s
opposrtron to | the Company’s pension expense 1is not that APS should be penallzed for the
underperfor‘/mance of its pension trust. Id. Instead, Staff’s testimony simply acknowledges that
projections of pension trust performance\are often unachieved in the short run and that significant
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differences are considered within the %‘catcli—up’; provision‘ of FAS-87 deterrnined net periodic
pension costs Id at 27 | :
| ‘In the past the Commission has developed the retail cost of service for APS by using FAS 87- |
deterrnrned net periodic pension cost and related net pension expense. (Dittmer Drrect ‘at 82).
WheneVer retail rates are based upon FAS 87—detern1ined pension expense, such rates will include th‘e’ -
“catch up” amortization designed to “‘correct” for 1) the impact of returns that are either signiﬁcantly
below or above previous estrrnates or 2) the growth or decline in the prOJected benefit obhgatron that
is either above or below prior projectrons Id. at 83. Consequently, APS’ request to recover the
underfunded” pl‘O_]CCth benefit oblrgation over five years duplicates the recovery of such shortfall’
that already occurs when retail rates are developed by consrdering net periodic pension cost, Whrch in
turn includes the ;catch-up amortization. (Drttrner Direct at 83; Dittmer Surrebuttal at 37). o
3. The Company s proposal is likely to lead to intergenerational meqmttes
between existing and future ratepayers.

”The projected benefit obligation considers future years\ of employment and f‘uturepay raises.
(Dittmer Direct at 67—69, 83; Tr. at 423-24,' 427-29). Under APSv’ proposal,r ratepayers would be
required to pay l)’ the FAS-87 determined pension expense (including the “catch up” amortization)
and ’2) a ﬁve-year amortization of the “underfunded,’ > pension benefit obligation. (Dittmer Direct at
84). Specifically, under the Company’s proposal, retail rates would include not only test year actual
pension expense of $23,484,000 but also the amortization of the “underfunded” projected benefit
obligation of $43,695,000; Id. at 84, n. 29. | -

The Company s proposal essentially “front loads™ future pension costs to existing ratepayers.

Id. at 84. If the Commission were to adopt APS’ proposal, future ratepayers would likely pay little, 1f

any, pension expenses in rates after completion of the five-year amortization period. Id. Because
future ratepayers will beneﬁt from the services yet to be provided by APS employees in future years,

itis inequitable to impose those costs on today’s ratepayers. Id.
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4. APS ’ proposal is inconsistent with regul(ttory precedent.

:A‘PVS has not identiiied a single insrance in thisor any ’oth‘er jurisdiction in which a regulatory
commission has adopted a proposal similar to the one proposed here. (Dittmer Directy at 84—85‘).
Sraff witness Dittmer, who has over thirty years of e)rperience in proceSsing rate cases, stated that he
1s not ’aywiare of “a ‘s‘ingl'e ins"ta’nce Where a regulatory commission ’has adopted the amortization
proposal ’presented by APS”in this Case.‘ Id. at 85.

5. | It is not c‘le'ar“tl"zat Junds collected from ra’tepayers, on an aceelerated basis
would actually be contributed to the pension fund to reduce the current gap
between the market value of the pension fund assets and the projected
benef t obllgatton

in discovery, Staff asked APS to confirm that it intends to use the funds oollected through its
five- year amortization proposal to actually make add1t10na1 contributions to the pensron fund
(Dittmer Direct at 86). APS’ response noted that “[t]he funding decision will depend upon the
minimum pension fundmg requlrements and IRS maximum tax deduction hmitations. This may or"
may not'reduire the full $44 million to be contributed to bring the fund to an approximate 100%
funded status.” ~ (Dittmer Direct at 74-76,!86 (quoting APS’ Resp. to Data Request UTI—2;137)).
Later; APS clarified that it intends ~to’ commit to funding $44 million rnore than it Would have
oth,‘erwise’contriba’ted to the pension trust as long as the resulting ycontribution amount does not
exceed the IRS maximum. Id. at 86.

APS’ statements, however, are not sufficient to satisfy Staff’s concerns. First, it will be
impossible in the future ‘to know what APS might have contributed to the pension fund absent the

approval of its request for aeceierated recovery. Id. at 87. In recent years, APS’ actual pension fund

contributions have differed significantly from the actuary’s calculations of net periodic pension costs,

and APS> contributions were always less than the maximum contribution allowed by the IRS. Id. at

75-76, 80, 87. Since APS’ last rate case, APS did not fund its pension trust in an amount equal to

what it was permitted to collect for pension costs in rates. Id. at 87.

11




10
11
12
13
14
s
16
17
18
19
20
21
22
23
24

25

i In réb'uttal,“’ APS witness Brandt states that APS’ pension contribution_s have actually exceeded | '
net periodic ‘]t)ensikonn costs over thé past five yearé and that Staff | witness ‘Dittmer’s cl_‘aims.to thé;
contrary are incorrect. (Dittnter Surrebuttal" at 37).’ In éurrebuttal, Mr. ’Dittmeracknowrledged that:his ‘
calculati'o’ns Were off by one yéar and therefore ianrrect. Id. at 38. This error, hoWever, does not
affectthé Validity of Mr D:ittmer’é tli’lderlyihgy pfétnise, i.e., that APS’ céntributions in recent years
have been less than its net pefiodic pension cost. Id.

Notwithstanding the corrections ‘set forth in Mr. Brandt’s testimony, the Company’s

, contributions to the external penSiOn fund were less than its net periodic pension cost fbr years 2003

and 2004. Id. It would be reasonable to expéct APS to make contri’butions to the pension trust that

are at least equivalent to the net periodic pension cost used to establish retail rates before asking

ratepayers to fund an accelerated recovefy. (Dittmer Direct r:tt 87; Dittmer Surrébuttatl at 38). |
6. | Implementatién of APS’ proposal will léad to b'ther intergenerational equity
issues because some of the “underfunding” is related to payroll dollars being
capitalized as well as expensed. :

The level of net periodic pension cost that is calculated by the Company’s actuaries pertains
to total‘payroll costs incurred within a given reporting period whether or not ’su‘ch costs ate expénsed
or capitalized. (Dittmer Direct at 88). By contrast, the arhount of pension expense recotdedywithin a
given reporting period relates to costs expensed during that same reporting period. Id. For
ratemaking purposes, otﬂy pension expense associated with payrbll dollars expénsed are ‘inclu‘ded
within the test year cost of service. Id.

| APS proposes to‘ collect (in rates over /a‘ﬁve-year amqrtization period) an amount that is
designed to recover a point-in-time galculation of the difference between the p\roje“cted benefit
obligation and tht: market value of the pension trust assets. /d. Howéver, a portion of such différenée
is related to t)ayroll dollars that will be capitalized to plant in service. Like other capitalized items

(contractor labor, materials, supplies, interest, etc.), such costs will be included in plant in service and

will be recovered from ratepayers in depreciation expense. Ratepayers who benefit from lon‘g—lived
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‘ plant assets ‘should pay for such facilities over the term of the assets’ useful liVes. Id. The |

Company s proposal however would charge the underfunded pensmn amount entirely to exrstino r
ratepayers thereby 10nor1ng that a portion of those costs should be capltalized Id This result W1ll
lead to further 1ntergenerational inequity among ratepayers because current ratepayers w1ll pay on an
accelerated basis costs that should instead be capitalized as plant in service. Id. at 89. Ifthese eosts, '

were appropriatelycapitalized to plant in service, future ratepayers would bear these costs by paying

 depreciation expense as well as a return. /d.

7. There is no evidence to suggest that the’s1gmf eant increase in costs that
APS proposes to pass on to ratepayers at thzs time will eventually lead to
long-term savings for ratepayers.

If the Company could establish that accelerated recovery of a given expense will provide |
subsequent ratepayer savings, that argument might support the Company’sprOposal. Although Staff ,
asked the Company to estimate the amount of pension expensesavings’ that _eould be achieved if its
proposal were adopted, kVAPS ’was unable to identify any s’avings. (Dittmer Direct at 89).’

8. "  APS’ proposal will tend to worsen APS’ cash ﬂow posztton both now tind in
the future. ~

An examination of the mechanics of APS’ proposal shoWs that it is actually harmful to’the
Company’s interests. Speciﬁcally*, APS’ proposal will not alleviate APS’ current cash flow position
and will very probably exacerbate APS’ future cash flow position.

- APS’ proposal will do absolutely nothing to improve APS’ cash flow position in the short |
term. APS has stated that it intends to fund the external pension trust with the incremental pension
recovery that it has requested in rates. If the Commission were to grant APS’ request, APS would
purportedly contribute to the external pension trust that portion of its rates that is related to pension

expense. In other words, every additional dollar that APS might collect in rates (related to its five-

year accelerated recovery of pension expense) would in turn be used to fund its external pension trust.

13




10

11

12

13

14

15

16

17

- 18

19
20
21
22
23

24

25

|| Because every additional dollar collected in rates would be offset by a contribution to the external

trust, APS%eutrent c’asn ﬂow position would not be improved. (Dittmer‘ Sﬁrfebuttetl at 32-33, 39). 5
~In addition, a’,ccele‘rated recovery of pension expenses will very ﬁkely exacerbate APS ﬁiture ’

cash flow positton., APS has acknowledged that ‘aceelerated recovery of ‘i’t's pension expense Wikll
req’utre the cteation of | a regulatory liability in order to refund to ratepayers the oxter-recovery of
pens’i_on expense collected in years 1-5. Id. at 29-30. When the regnlatory liability comes due (years |
6-15 of APS’ proposal), the COmpany will have to simultaneously f‘und‘ its ongoing construction
ptogram to meet eustomer growth and refund the regulatory liability. Id. at 30-33. |

As VStaff witness Dittmer explained, funds that are contributed to an externai pension trust
cannot pe withdraWn except to meet paynlent obligations to retirees. Becanse APS will not be akbleto
withdraw money frorn the trust, it will have to refund the regulatory liabiiity with funds from other
SOthces, such as internally generated funds or borr;owed money. Id. at 30—33. These circurnstances
will only worsen APS’ cash ﬂow position at a time when it anticipates continued new construction as
a result of continued customer growth.

These factors demonstrate that APS’ pension expense proposal provides no benefits to either |
ratepayers or APS. There is no tnerit to this proposal, and the Commission should reject it.

B. APS’ Proposed Increase To Test Year Pension Expense In Conjunction With Its
Payroll Annualization Adjustment ‘

’ In addition to APS’ proposal to amortize the underfunded pension benefit obligation, the
Company has also proposed to increase test year pension expense in connection with its payroll |
annualization adjustment. (Dittmer Direct at 63). After annualtzing payroll costs to reflect 1) the‘
number of employees at the end of the test year and 2) wage increases granted through April of 2006,
APS applied a beneﬁts loading rate to the payroll annualization adjustment to reflect claimed
increases in pension expense, post retirement medical beneﬁts; health/medical costs, kandpayroll
texes. Id | |
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Sfaff éccepted thé‘Company"s assumptidn thét increased' payroll costs lead to increases in
both payroll féﬁes and health/medicalfcosts, fbr active employg:es. Id. Howéver, Staff réjects the
assumptibn’ that"pa‘yro‘ylly increases élso Ie‘ad‘ to inc‘rease‘:s’ in pensi'oh éxéehsés anc’l‘ ipc‘)st retirement
medical ‘expenses‘,’ and has therefore reversed thlS adjusytm'ent. Id. at 63-6’4.‘

C. 5 ‘Su‘mmar‘y |

’Sta‘ff révefsed APS’ proposed ﬁve-yéar amﬁdrtizati‘on of the underfun\déd' pension beneﬁt
obligation.’ (Dittmer Diréct at 62, 64). Staff aléo subtracted’therpro forma level of pension expense
that APS had included as part of its péyroll anriuaﬁ‘zation adjustment. /d. at 63. Finally, Staff
believes that the Commissriori should set rates in this broceeding based upoh th’e;Company’s 2006
pension expénse as reported in the Companv”s 2006 actuarial study. Id. at 63-64, 89-90. In rebuttal,
APS agreed with this update and proposed ‘an’ adjustment to reflect 2006 actuérially determined |
peﬁsioh éosts. Staff, in furn, inéorporated this adjustment‘in its up’datéd schedules. (See Ex S-38). |
V. CASH WORKING CAPITAL | | |

A. Overview |

_ | Cash working cépital is defined as ﬁhe amount of cash needed by a utility to pay the day-to-
day expenses incufred in providing service as compared to the timing of the utilitY’s collection‘ of
revenues for those Services. (Dittmer Direct at 33). In other Wordsv, if the timing of ra company’s cash
expenditures preéedes its cash recovery for those expenditures, investors are providing the cash
workiﬁg capital. /d. at 33, 35, 36. By contrast, if ratepayeré’ payments for utility service precede the
company’s cash disbursements for expenses‘, ratepayers are pfoviding the cash working capital. Id. at
33, 36. Cash workiﬁg capital is typically included in a utility”s rate ‘base in order to 'recognize these
timing issues related to cash’ﬂow.’ Id. at 34. Casﬁ working capital can be either a positive or a

negative value, and a negative result should not be surprising or troublesome. Jd. at 32, 33, 34. In

fact, both Staff and APS have proposed negative allowances for cash working capitétl in this case.
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APS has proposed arate base deductioﬂ of $29.1 million forcaSh ~Working capital based upon
the results of a company prepared lead lag study' for APS’ Arizona retail operatrons (See Drttmer
Drrect at 25, 34, 35) By contrast, Staff 1ncreased the amount of APS’ proposed deductlon thereby

resulttng in a larger negative cash working capital allowance than that proposed by APS. Id. at 25,

31,32, In quantifying Staff’s cash working capltal ad]ustment Staff did not prepare a stand—alone |

lead lag study, but instead analyzed, tested, and proposed ,corrections to the lead lag study prepared
by APS. Id. at 30, 34.

B. APS’ Lead Lag Studv Falls To Satlsfv Appllcable Commission Precedent.

APS’ proposed lead lag study includes non-cash 1tems—such as deprec1ation expense
amortization expense and deferred income tax expense——and fails to consider interest expense
thereby significantly overstating the Company’s cash working capital requirements. (Dittmer Direct :
at 27, 28,29, 30, ... .’). This approach is inconsistent with longstanding Cornrnission precedent: ‘

S We have repeatedly rejected the inclusion of deferred taxes and depreciation in
the calculation of current cash working capital requirements. We have also

finally concluded that interest expense should be included in a lead/lag study, and
we have expressly approved the concept of negative cash working capital.

Decision No. 55931 at 66. Curiously, APS recognizes this precedent in its January 31, 2006 rate case
filing, wherein APS Witness Rockenberger included the following statements:

I am testifying to all of the data in SFR Schedule B-5, with the exception of the
Working Capital calculation (line 1 of page 1), which Mr. Fred Balluff will address.
My testimony presents the calculation of the allowance for working capital, which
includes a cash working capital component determined using the lead/lag study
methodology required by Decision No. 55931. ‘

(Rockenberger Direct Test., Ex. /APS-56 at 27 (emphasis added); see also Dittmer Direct at 28).

Despite this assertion, it is undisputed that APS’ proposed lead lag study does not comply with the

requirements of Decision No. 55931, i.e, it does not exclude depreciation expense, amortization

expense, and deferred income tax expense, and it fails to include interest expense. (Dittmer Direct at

A lead lag study systematically measures the timing of cash flows through the utility. (Dittmer Direct at 35).
16 ‘ | |
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‘ 28—29;,Tr§ atf‘2662—64). The rate base impact of APS’ failure to prepare its lead lag study in

accordance with Commission precedent overstates cash Workihg capital, and therefore APS’ rate |
base, by approximately $43.6 million. (Dittr‘nér Direct at 39).

C. : ~ The Commission Should Exclude Non-Cash Items From APS’ Lead Lag Studv.’

In considering this issue, it is helpful to review the definition of cash working capital: cash |
working capital is defined as the amount of cash needed by a utility to pay the day-to-day expenses
incurred in providing service as compared to the timing of the utility’s collection of revenues for |
those services. (Dittmer Direct at 33, 36). Therefore, the particular cash flows that bappr‘opria'tely fall |
within the scope of a lead lag study are those transactions that relate to the day-to-day pyayment of
expenses incurred in pfoviding utility service. /d. at 36, 37.

Neither depreciation expenses nor deferred income tax expenses requires APS to make a cash |
outlay inorder to meet its day-to-day- expenses incurred in providing utility service.. Both
depreciation expenses and deferred income tax expenses are non-cash expenses; both represent
accrued expenses; both are recovered through utility rates; the cumulative recoveries of both
expenses are recognized as zero cost capital and used to reduce rate base; neither involves current
period payments to suppliers, vendors, or taxing authorities; and both provide a source of cash (in
other words, pdsitive cash flow) that can be used for investment in plant construction or other
corporate activities. Id. at 41-42. As Staff witness Dittmer explained in his direct testimony,

[including non-cash expense items in a lead lag study] would be inconsistent with the

widely accepted view of cash working capital as the amount of invested capital

required to bridge the gap between the payment of cash expenses and the collection of

related revenues. When there is no expense payment, no cash working capital is

required. Depreciation and deferred income tax expenses do not require current

period cash payments. Since investors are not required to provide cash advances for

these expense items prior to the collection of revenues, it would be improper to
include such items in a study of cash working capital requirements. :
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Id. at 42 (emphasis in original). For these reasons, non-cash expenses, such as depreciation,

aniortization, and deferred inCome tax cXpe,nses,yshould be removed from the lead lag study in order

|| to limit the study results to “cash” expense requirements. /d. at 30.

In rebutfal, APS witness Balluff claims that a lead Iag study should include a lag for the

co‘lleCtion of depreciation expense, because the recorded “accumulated depreciation” as of the end of

the test year has not been fully collected from ratepayers at that point in time. ,Th‘is approach,

however, expands the lead lag study to consider “cash” recovery of plant and dépreciation reserve.

(See Dittmer Direct at 39-40). Staff opposes this approach.
;Although not every dollar of recorded depreciation reserve would have been collected from
ratepayers as of the end of the test year, not every dollar of construction recorded as plant in service

would have been “paid for” by the Company as of the end of the test year. (Dittmer Direct at 39-40;

Dittmer Surrebuttal at 46). Furyther,‘ as Staff witness Dittmer exprlained,“ every dollar of the | -

depreciaﬁon reserve recorded at the end bf the test year‘ wﬂl have been recovered from rétepayefs by
the time rates becbme effective in this case. (Ditﬁner Direct at 40).

APS witness Balluff has‘ not raised new arguments. These argLIfnentS' have been presented—
and rejectcd—in previous Comfniséion rate cases. Those outcomes éhouid be reaffirmed in tilis case.

D. The Commission Should Include Interest Expense In APS’ Lead Lag Study. -

Interest expense is a dire‘ct r‘esult of the Corﬁpany’s debt ‘o'bligations. (Dittmer Direct at 43).
Each del‘Jkt‘i'ssué requires the periodic cash payment of interest expense in known amounts that
become due at specific points in time, e.g., in quarterly or semi—anhual payments. Id. The
fatemaking formula provides for the recovery of these periodic payments to debt holders. Id
Bepausé ratepayers pay for service on a monthly basis and because these peribdic payments to debt |
holders typically occur quarteﬂy or semi-annually; the lead | lag study should récognizé ‘the
Company’s uée of tﬁese funds for the extendedperiod betWeen théir co‘llectiqn from ratepayers and

the Company’s payout of interest to debt holders. /d.
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“E. Staff Also Incorporated Certam Adjustments To APS’ Lead Lag Studv That APS
Has Conceded. S ,

Staff’ s proposed adjustments to APS’ lead lag study include the followmg corrections: 1)
Staff revised the purchased power expense level to reﬂect the elimination of s1gniﬁcant unregulated
power rnarketing act1V1ty frorn the quantiﬁcation of cash working capital 2) Staff recalculated the’
comp051te revenue lag using test year,revenues;' instead of 2004,revenues, thereby adopting a re-

weighting method‘that isconsistent with the preceding purchased power expense adjustment; 3) Staff -

I restated APS’ expense lag calculation regarding the Palo Verde lease to reflect a shift in semi-annual

payment requirements that began in 2005; and 4) Staff revised the payment lag for Arizona state
taxes to be consistent with the statutory payment due dates. (Dittmer Direct at 30-31). ’Staff believes
that APS has accepted these corrections. | | | |
VL. SUNDANCE UNITSt MAJOR OVERHAUL COSTS

APS has included in its cost of serVice the operations and maintenance (“O&M™) eXpense
assoc1ated W1th 1ts recently acquired Sundance Combustion Turbine Units (“Sundance”) (Dittmer
Dlrect at 95). Although Staff conceptually agrees that it is approprlate to recognize Sundance 0&M
expenses in APS’ rates, Staff disagrees with certain specific estimated O&M expenses requested by
APS in this case. 1d. Speciﬁcally, Staff opposes the recovery of certain estimated Sundance o&M
expenses that will not actually be incurred for many years into the future. /d. ;

As part of its Sundance O&M proposal, APS includes $2.75 million for “non-routine”
maintenance expense. Id. at 96. These “non-routine” maintenance activities are broken out between
“Hot Gas Paths” and “Major” overhauls. VId.‘ The Hot Gas Path overhauls are scheduled to occur at
18,000 usage-hour intervals, and the Major overhauls are scheduled to occur at 36,000 hour intervals.
Id. at 96-97. On average, each Sundance combustion turbine is predicted to run approximately 1,500
hours per year. Id. at 97. Therefore, assuming averageannual hours of usage for each unit, the

average interval between Hot Gas Path overhauls is approximately twelve years, and the'average
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‘ interval between Major'overhatils is approximately twenty-four years. -1d. Initially,(APS intends tor

unevenly run tne Sundance imits so that some units Will reach the usage interi/als for these types of |
oi/erhanls earlier than other ttnits, thereb’y staggering ‘die oyerhattl cycle and avoiding the need to
cverhaul all ten units at the same time. Id. |

| Netwithstanding this Staggered everhaul ckycle',‘ the CompanY’s adjustment will capture the
costsof events that will not occur for many_ years into the future and that are unlikely to occur dtiring |
the time When rates established in this proceedi’ng'will be in'ie‘ffect‘ (Dittrner Direct Conﬂdential

Version, Ex. S-36 at 97). For these reasons, Staff opposes this elementof APS’ Sundance O&M

adjustment and urges the Commission to reject it. Jd.

Because these non-routine maintenance activities are related to hours of usage, there is some
co'nceptual suﬁport for beginning to accrue fcr costs that are expected to be incurred in the future but
are related to usage experienced today. Id. at 98. ’ The danger’ associated with such a practiceis that ,‘
ratepayers c’ould be evercharged, paying for these O&M expenses ‘once today as estimates and then |
againin the future when they are actually incurred. Id.y at 98-99. Unless the cost for future e)rpenses
being recoyvered in today’s rates are speciﬁcallyi accrued on the Company’s balance sheet for
consideration in future rate proceedings, there is a high probability that ratepayers will be “double
charged” for such expenses. Id. at 98. APS has indicated in discovery that it has no intention of
undertaking a specific accrual for these expenses to ensure that they will be considered in future rate
proceedings. Id. | | |

This high probability for overcharging such costs is related to theWay that APS has‘ typically
normalized maintenance costs for its mature generating units. /d. In this current case and in previous
cases, APS has proposed to norrnalize maintenance ’costs for mature generating units by calculating a
multi-year historical average cf maintenance costs, adjusted for inflation over time, to arrive at a
normalized level of maintenance exnense. Id.yr This method tends to smooth the somewhat uneven

and signiﬁcant costs of major planned overhauls and other non-routine events. Id. at 98-99. If this
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method continues to be used in the future, the Sundance costs for non-routine 'rnaintenance
activities—once they are actually incurred—presurnably will be considered i the multi-year

averaging process described above. Id. at 99. At that point in time in a future rate case, it is very |

likely that ratepayers will again be charged for costs that they have already paid, unless regulators

have some means to reconsider the issue. Id Itis important to note that this issue would not occur
until many years into the future. 1d. at 97, 99 r

. APS has iniplied that Staff’s approach to maintenance expenee for the Sundance units is
inconsistent to 1ts approach to maintenance expense for the PWEC units. (’Tr. at 4223).‘ In both its

last rate case and this current rate case, APS proposed to include in its cost of service a multi-year

‘projection of PWEC’s non-fuel and maintenance expense, and Staff has accepted this prop}osial in

both cases. Staff’s ,acceptance of APS’ proposal regarding"PWEC is not relevant to detennining the
appropriateile\’/el of maintenance expense for the, Sundance units. i

Althougn APS used a forecast to develop its cost ofi service proposais for both PWEC a’nd
Sundance, there are significant factual distinctions betWeen the PWEC units and the Sundance units. |
Id. at 4223-24. Staff accepted the non-rOutine maintenance included in the PWEC forecast because
that maintenance had already occurred. Id. By contrast, the Sundance non-routine rnaintenance is
not scheduled to occur until far into the future—well beyond the time that rates established in this
proceeding will be in effect. 1d |

If the Commission were to grant APS’ request to begin recovery of these non—routine
maintenance expenses, the Commission should at least require APS to recognize monies for non-
routine maintenance' collected \i/ithin rates as a current period expense and to concurrently establish 'a
regulatory iiability on its balance sheet. Id. at 99. When these costs are evcntnally incurred, they
could then be charged against the deferred liability account rather than being charged to maintenance

expense, where they could otherwise be considered in developing future rates. Id. at 99-100. |
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Staff’s primary recommendation on this issue is to entirely eliminate the non—routine :portion

of Sundance O&M expense from APS’ cost of service. If, however, the Commission were to adopt
the Company’s request, it should also impose the accounting treatment discussed above. (Dittmer
Direct at 100). This latter alternative is not an eSpe'cially desirable approach, considering'the value of

this issue relative to other issues

1 VIL. ~ OTHER MISCELLANEOUS ADJUSTMENTS

AL SFAS 112—-Other Deferred Credits As A Rate Base Offset

Staff has proposed a rate base deduct1on of $3 67 million for the Accumulated Prov151on of
SFAS 112 costs. ‘(Dittmer Direct at 22). These SFAS 112 costs relate to payments to employees on
long'-tenn disability and are ultimately included in the above-the-line cost of service. Id. at 21. For
this reason, it is appropriate to include these cost-free funds as a rate base offset Id.  APS has
acknowledged that it is appropriate to include the end- of—test—year balance for the Accumulated
Provision of SFAS 112 as a rate base offset, and APS has also acknowledged that it failed to include

this item in its original case. Id.

"B.  Bark Beetle Remediation Costs

In APS’ last rate case, the parties reached a settlement agreement, which was in large part

|| adopted by the Commission. (Dittmer Direct at 22). That settlement agreement provided for APS to

defer bark beetle remediation costs. Id. These costs relate to removing trees in northern Arizona that

are located near transmission lines and that have died from bark beetle infestation; Id. The

settlement agreement—and the resulting Commission order—do not provide for recovery of bark

beetle remediation costs in rates, but they do authorize APS to defer i'or later recovery the reasonable
and prudent costs of bark beetle remediation that exceed the prior test year level of tree and brush
control expense. [d. | |

In tliis case, APS has proposed rate base inclusion of two categories of bark beetle

remediation costs: those deferred on its books as of the end of the test year and those estimated to be
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incurred thryough‘the remainder of 2005 and 2006. Id. at 23. APS aiso see’ksrcyost recoVery in base |

rates of amertization expense designed tokrecever over a three year period the end-‘of—test—year—actual l
plus est‘i’m’ated—throug\h-end-of—200’6 deferredvbark‘beetle remediation costs. Id. |
~ There are aspeets of the Company’sk .treatment ’o'f the bark "beetle issuesthat Staff does‘ not

supnort. | First, Staff disagreesr Withk APS’ caleulation of “its bark | beetle deferrals. After the
Commission issued the last rate order in April of 2005, APS ,essentially began deferring barkr beetle
remediation’expenditures retroactively to January 1, 2005 — three months before tne effective date of
that decision. /d. Decision No. 67744, which is APS’ last rate order, does not give APS the authority ,
to defer these costs prior to its effecti\}e date._ Id. Therefore, the bark beetlerernediation coststhat |
relate to work under_taken between ’January 1, 2005 and March 31; 2005, ie., the period before the
effective date ef Decision No. 67744, should b‘erem’oved from APS’ propo‘sed rate base. Id. In
addition, a corresponding po‘rtion should also be removed from APS’ amortization expense proposal.
Id. These adjustments are reﬂected in Schedule B-2,’in Staff Exhibit S-35. |

‘Staff made two additienal adjustments to APS’ proposed bark beetle deferral balance, wnich
APS has accepted. [Id. at 24. When calculating its proposed pro kforma rate base adjustment, APS
started with its projected end—of-2006 deferral balance.‘ Id From that starting peint, APS incerrectljf
subtracted the November 30, 2005 actual balance of recorded deferred bark beetle costs instead of
correctly subtracting the September 30, 2005 historic test year ending balance.: 1;1_ In addition, APS
failed to recegnize related accumulated deferred inceme taxes as'a reduction to its pro forma rate
base adjustment. Id; |

In summary, Staff’s rate base adjustments on Schedule B-2 eliminate retroactive deferrals
related to expenditures incurred prior to April 1, 2005; reflect related accumulated deferred in‘come
taxes; and correct for the problem of subtracting the incorrect balance of deferred bark beetle costs.‘,

Id. In addition, Staff’s adjustments on Schedule C-14 reduce the amortization expense related to the
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deferrals of expenditures 1neurred before April 1, 2005, Id Except for the adjustments related to the
retroactive deferrals, APS has aecepted Staft”s proposed adjustments to bark beetle remediation costs
In rebuttal APS argues that Decrsion No 67744 mtends for the Company to be granted a full
year of reoovery (Dittmer Surrebuttal at 40) APS also claims that the settlement agreement intends
for bark beetle remediation’deferrals to mclude the entire calendar yearm which the deferral becomes
effective." Id. Staff kdiSagrees with. these assertions. First, neither the settlement agreement nor
Commission Decision No.f67744 ertpreSsly states this intent. Id. at 41. More importantly, the -
Company’s argument assumes that a Commission order may be applied retroactively Without the
Commission expressly stating that it intendsretroactive applicationl Id. The Commission should

reject the Company’s argument and accept Staff’s proposed adjustment.

C. Adjustment For Lost Margins From DSM Programs
~ This adjustment to operating ineome reverses an adjustment posted by APS to reflect “lost”
retail margins that it anticipates due to the implementation of various demand—side management
(“DSM”) programs. (Dittmer Direct at 58). - Specifically, Staff recommends tliat the Commission
disallow APS’ proposed $4,907,000 pro forma adjustment to account for net lost revenue that the
Company claims will result from DSM programs. (Anderson' Direct Test., hereinafter referred to as
« Anderson"Direct”‘, Ex. S-(16 at 8). ‘This adjustment is addressed in more detail in theDemand—Side

Management section of this brief. (Section XIII).

D. Miscellaneous Adiustments To Other Revenues

Staff’s adjustment to Schedule (’3-2’ is a correction of APS’ pro forma adjustment for Schedule
1 charges. (Dittmer Direct at 58). The ,correction is necessary to restate the transaction Volumes to
reflect actual test period data. Id. In addition, the adjustment removes expenses that APS expected in
connection with its program to eliminate paper bills. Id. Speeiﬁcally, APS never initiated a $5.00

incentive to attract subscribers to its paperless bill program because enrollment in this program has
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been strong even Wrthout the incentive. Id. at 58-59. Thus Staff ehrmnated the estlmated expense

related to the $5. OO incentive. ]d at 59 APS has accepted these adjustments Id at 58-59.

| E. Normallzed Fuel Expense, Purchased Power Expense, And Off—Svstem Sales ;
‘ Margln »

'The adjustrnent set forth in Schedule C-3 shows the pro forma level of fuel, purchased power
expense, and ‘Off-system sales reventtes ar1d related expense that Staff belreves ’shottld be used to ’
develop base rates. ~(Dittmer ]VI)irect at 59). The pro forma levels for these items should also beused"
as the basis for the PSA factor. [d. This adjustrnentis addressed in more detail in the section of this
brief that drscusses Staff’ s proposed base cost for fuel and purclrased power expense. (Sectlon III)

-~ F. Ellmmatlon of Expenses Assoelated With Unregulated Marketlng And Tradmg
Operations

APS operates certain unregulated marketing and trading activities. ~ (Dittmer Direct at 59).

However, APS inadvertently included the revenues and expenses associated with these activities in.

the development of ‘its test year cost of service. Id. at 60. During the test year, unregulated marketing (
and »trading operations experienced a net loss of approximately $15 million. Id. Removing this net
loss from test year operating results reduces APS’ adjusted test year cost \of service, thereby reducing
the requested revenue increase; Id.

Staffs adjustment on Schedﬁle C-5, which APS accepts, shows the elimination of rnarketing :
and trading‘ operations and maintenance expense other than’ purchased poWer. Id. at 61. Staff
Schedule C-4 shows a separate but related adjustment to eliminatemarketing and tradirtg off—systern
sales and revenues and related purchased power expense. Id. Thus, the net marketing and trading
loss of $8,273,000 shown on Schedule C-4 plus the removal of non-purchased poWeroperation and

maintenance expenses shown on Schedule C-5 sum to the total before-tax loss of $15 million. 1.
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o _(_;__ . Post Retireinent inIed’icarl Beneﬁtsk Adjustment

= Staﬂ; has _re'cdmm’ended an adjus:tmentto reflect ongding post-retirement rnédical bdneﬁts
(‘gPRMB;’)’expense bas;ed‘uponthe actuarial estimate that APS Lised to record PRMB éxpense for
200"6. " (Dittmer Direct at 90). Fdr consistency’ as well as to inco}i’porate‘ 1ast known changes foi this |
signiﬁcant einpidyee benéﬁt, Staff has pioposed a'PRMB adjustment caldulated identically to Staff’ s

adjustment for pension expense. Id. at 90—91.

H.  Advertising Expense
APS has proposed to remove $6i1 million from test year expenscs related to advertising costs.
(Dittmer Direct at 91). | Specifically, APS purports to remove costs for sports team sponsorships and

media advertising to promote the Company’s brand identity. Id. Staff believes that this adjustment is

appropriate because these kinds of expenses are not necessary in order to provide utility service. Id.

Staff has identified additional advertising ’expenses that should alsd be remoi/ed from APS’ -
coét of service. ]d. at 92. These additional expenses include APS’ Dodge Theatre sponisoisihip“ckosts,
sports suite costs, and various other Pinnacle West advertising costs that ,have been allocated to APS.
Like tné advertising eitpenses that:APS rernoved from the test year, these additional items are not
related to providing utility service. Id. APS has accented this adjustment. Id.

In surrebuttal testirndny, Staff witness Dittmer addressed additional advertising adjustments
that were propdsed by RUCO and were incremental to Staff’s original advertising adjustmenti
~(Dittnier rSurrebuttal at 2i4-25). Staff iécommends that thé Commission adopt these additional APS -
conceded advertising adjustments in its final order. o

L Non-Recurring Out-Of-Period Shared Services Expenses

Staff removed from the test year two out-of-period accruals recorded as PWEC administrative
and general expense. (Dittmer Direct at 93). Because APS agrees that this adjustment is appropriate,

Staff’s testimony on this issue is not extensive. Id. Accordingly, the Commission should adopt this

significant adjustment, which has been conceded by APS.
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o J. ' Legal Costs:Incnrred in Selling the PWEC Silverhawk Power Plant

Staff remoyed from the test year the cost of legal expenses incurred by Pinnacle “West Energy

Corporation (“PWEC”) related to the sale of the Silverhawk Power Plant. (Dittmer Direct at 93).

‘Alth’ough the sale of the Silverhawk plant did not occtlr until after the end of the test year, many costs

related to that sale were incurred during the test year and were charged to PWEC ‘operation and

maintenance expense. Id. The appropriate level of PWEC operation and maintenance expense is

relevant to this casekbecause' the Commission authorized APS to rate base a number of the PWEC

units in APS’ last rate case. Id. The Silverhawk Plant, which is located in Nevada is not One of the |
PWEC facilities acquired by APS in connection with the last rate case. Id. at 93- 94 Staff beheves |
that all costs related to the Silverhawk Plant should be removed from APS’ cost of service in this
case. | |

APS agrees with this concept When devcloplng its PWEC O&M adjustment, the Company
estlmated the costs that were incurred by the various shared services departments that were related to
owning and operating Sllverhawk during the test year. Id. at 94. APS then eliminated anumber of |
these costs,from PWEC’s test year operation and maintenance expense. Id. APS’ adjustment,
however, fails to capture all testyear costs attributable to SilverhaWk. 1d. Staft’ s adjustment C-10 is
intended to capture and remove these additional costs. Id.

Staff adjustment C-:10 relates specifically to legal fees. Id. at 93-94. In the test year, the
shared services Law Departmcnt inctlrred $1,394,011V of costs related to PWEC. Id. at 94. When
developing its’PWEC O&M adjustment, APS estimated that ten percent of these costs ($139,401)
were related to S‘ilyerh‘ayvk.‘ Id. APS therefore removed $139,401 of the Law Department’s costs.
from PWEC’s test year O&M expense. Id. at 94-95. APS’ adj’ustxnent, however, fails to include all
legal fees related to the sale of Silverhawk. In discovery, APS identified additional charges totaling |

$289,400 that were speciﬁcally related to the Silverhawk sale. Id. at 95. Accordingly, Staff
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eliminated the costs related to the Silverhawk sale that exceed APS’ original adjustment, i.e.,

: $139,401, Id. APS agrees with Staff’s adjustrnentQ 2

1{_; ~'Non-Recurring Tax Research Costs

Staff’s adjustment to schedule C-12 eliminates total non—rééurring expenses of $2’,77‘8,128

related to investmentf tax credit (“ITC”) research. (Dittmer Direct at 103). There are two components

|of this adjustment, both of which are related to charges for non-recurring tax research that were

recorded in the test year. Id. at 100. Staff’s adjnstment to schedule B-3 reflects a rate base offset for
ITCs. (Dittmer Direct at 106; Dittmer Surrebuttal at 43-45).
1. Reversal of non-recurring credit to joint facility owners that was recorded

during the test year as additional production expense.

" APS retained Deloitte and Touche, LLP (“Deloitte™), an independent certified public |

accounting firm, to research whether prior federal income tax returns could be amended in order to

claim additional investment tax credits (“ITCs”) related to plant that had been constructed in the mid
to late 1980s. (Dittmer Direct at 100). Although the Tax Reform Act of 1986 generally eliminated

ITCs, there exists the ability to claim some amount of ITCs related to plant that was under

construction, but not in service, as of the end of 1986. Id. at 100-01. In APS’ case, the Palo Verde

units were still under 'consitmction at that time. Id. at 101.

APS ,retainéd Déloitte on a nOntingéncy bnsis whereby Deloitte would only be paid out of
actual realized “téx savings” relatenl to the additional ITCs. Id. In 2003, APS accrued $2,385,468 in
anticipation of naying Deloitte as a result of expected ITCs to be claimed as a result ofDeloittefs tax
research. ',Id. This accrual occurred after the last APS rate case test year énd well before the
beginning of the current rate case test year. Id.

APS is a joint nwner of several generating facilities. ’ Id Pufsuant to operating agreements
with the joint owners, APS is pernlitted to “load” direct production costs incurred at the jointly
owned plants with administrative and general (“A&/G”) costs inéurred krby/APé. Id. at 101-02. In

28




10
1
12
13
14
15
16
17
18

19

20 | «

21
- 22
23
24

25

2003, a portron of the A&G costs loaded onto the direct- assrgned productron costs mcluded the

accrual for the contmgency fee expected to be paid to Delortte for tax research related to ITCs. Id. at

102 The Jomt owners eventually contested the “loadmg of A&G costs that 1ncluded the Deloitte , »

contrngency fee, and APS ultrmately conceded that 1t would be 1nequ1table to charge the joint owners
fortax research frorrr Wthh they would not benefit. Id APS subsequently credrted” the JOll’lt :
ovstners t‘or oVerbillirrgs made m 2003 related to the Deloitte tax research. Id. This credrt resulted
in the recordrng of incremental APS production expense durlng the test year 1n the amount of
$1, 224 795. ld. ‘Thus, one part of Staff adjustment C-12 reverses the non- recumng credrt to joint
owners that was recorded during the test year as addrtronal APS productron expense.

2. Reversal of nou-recurring tax research costs recorded during the ‘telst

year. '

Although Deloitte originally undertook the tax research on a contingerrCy basis, these
compensation arrangements were eventually changed to a fee-for-serVice basis. (Dittrrrer Directat
102). As a result, APS recorded $l,533,333 during the test year for outside services expense for the
tax research undertaken by Deloitte. Id. at 102-03. Staff therefore eliminated these non-recurrirrg tax
research costs from the test year. Id at 103. APS has conceded that both portions of Staff’s |
adjustment related to tax research are appropriate;

3. Investment Tax’Credits as a Rate Base Offset

Asa result of the ITC tax research, atax refund in the amount of $6‘,483,3 89 is expectedand ‘
imminent.” (Dittmer Direct at 103). Thus, for a total outlay of $3,918,801 in cash (composed of the
contirrgency fee of $2,385,468 and akfee-for—service ’charge of $1,533,333), APS is expected to

receive $6,483,389 in tax savings. Id. Stated in revenue requirement terms, APS is receiving
approxirrrately $10 milliorr of before-tax savirrgs in exchange for rncurring $3,918,801 of tax research

expense, thereby resulting in a before-tax gain of approxirnately $6.1 million. Id. |
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~In 'hi’s direct testimony, Staff witness Dittmer 're‘cornmended‘ sharing the $6.l million of

revenue requrrement savrngs on a ﬁfty/ﬁfty basis between ratepayers and shareholders 1d. at 103-06.
In rebuttal however APS argued that the mayj or1ty of Staff’s proposed rate base adJustrnent for ITCs
will Violate Internal Revenue'Code (“IRC”) “normallzatron requrrements (Dittmer Surrebuttal at
42). | k

In response, Staff has modified its proposed adjustment so that a norrnalization violation 'Will ;
n0t ooeur. [ri. at 42443, 45. APS claims that 62% of Staff’s originally proposed rate base adjustment
will result ln a norrnalization Vlolation. 1d. at 43. Staff therefore reduced its_original rate base
adjustment to elirninate 62% of the ITCs related toproperty that hasalready been fully d‘epreciated
for tax purposes 1d. |

Of the remarnrng 38% of ITCs APS further clarms that only the unamortized balance may be
allowed as a rate base offset in order to- comply with IRC norrnalrzatron requ1rernents 1 In
surrebuttal, Staff has proposed that the Comnnssron recognize as a rate base offset all of the
unamortized ITC balance related to plant not fully depreciated. Id. For purposes of calculating this
adjustment, Staff assumed that one-half of the ITCs ‘would be amortized as of the end of the test year.
Id. This adjustment is reasonable because‘it is equitable to credit ratepayers with at least some of the
savings realized by APS when lt amended its prior years’ tax returns. Id. Because the majority of
ITCvsavings cannot be shared with ratepayers, it isonly fair that savings frorn “unrestricted” ITCs be
credited to ratepayers in this proceedmg Id. at 43-44. Spemﬁcally, Staff’s calculatlon of this .
adjustment will allow APS to retarn all of the ITC savings that result from the 62% of ITCs that are |
fully amortized and one-half of the remaining 38% of ITC savings realized. Id. at 44. This treatment
provides some benefits to ratepayers without causing any normalization violations. [d.

APS witness Froggett agrees that Staff’s revised ITC ratebase adjustment will not result in a
normalization violation. However, after Staff had addressed Mr. Froggett’s only rebuttal argument—

the IRC norrnalization issue—Mr. Froggett argued for the first time in rejoinder that Staff’s revised
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adjustlnent is not equitable. For the reasons stated above, Staff’s revised ITC rate base adjustment is

not only réasonable for APS’ ratepayérs but also quité génerous for APS” sharcholders. (Tr. at 4215).

L. Incentive Compensation

S‘taff adju‘stment C-13 represents a paﬁial disallowance of test year incentive cc’)mpensat’ionir
e,xpehse. (Dittmer Direcf at 106). Staff recommends eliminatiﬁg costs ‘assoc‘iated with APS’ stock-
based iﬁqeﬁtiVe’ ’compénsation plans and allowing recovery of test yeaf expenses associated with
APS’ cash—based inceﬁtive compensatidn plans. Id. ‘Staff s adjustment still allbws “approxiimately
$17.8 million of cash incentive compénsation expense (before jurisdictional allocation) aﬁd disallbws
only $4.8 million of stock-based incentive ‘compehsation expense. Id. ét 107, 110. i

Staff recommends disallowing APS’ stock-based incentivé 'c"o'rnpensation expenses because
the award of fhese incentives is entirely driven by Pinnacle West earnihgs‘ objectives that, at best,r
might indi‘rectly provide beneﬁts to fétepayers. Id. at 110-11. It is undeniable that APS’ stock—based"
incentive qompenéation plaﬁ is aligﬁed with stoékholder——and not ratepayef——interests. Specviﬁc’ally,;
th¢ stated purpose of APS’ ’stock—based incentive plan is “to promote the success and enhance the

value of Pinnacle West Capital Corporation . . . by linking . . . [the employees’ persdnal interests] to

those of . . . [the] shareholders . . . .” (APS Response to Staff Data Request No. UTI-1-83,

Attachment APS09850 (quoted in Dittmer Direct at 107-08)).  APS’ stock-based incentivé

compensation programs are driven by the financial performanc’e\of Pinnacle West, rather than the

operational performarice of APS as a public utility. Id. at 108. Although corporate earnings also

serve as a precondition to the payout of APS’ cash—based‘incenti\‘/e compensation, the Company-
proposed leveylu‘ of ‘test year cash—baSed incentive compensa‘tion‘ is tied’ primarily to perforfnance
méasures that benefit APS’ customers. Id. at 108-10. By COntrast, the stock-based incentives are
entirely driven by Pinnacle West earnings objectives. /d. at 111. |

Enhanced earnings levels can sometimeks be aéhieved,by short-term management decisions

that may not encourage the development of safe and reliable utility service at the lowest long-term

31




10
Y
12
13
14
15
16
17
18
19
20
21
2
23
24

25

cost. Id qu example, some maintenance can be tempefanily deferred, thereby boesting earnings:
fcl., at '112‘._‘ But delnay’i’ng maintenence can lead to safety concerne or higher subsequent “catch-up”
cests. Idp Rate recovery‘ ef étock—bésed incentive compensation that is ‘exclusi\'/‘ely tied to
shareholders’ interests ‘is sirnply bad reguiatdry policy. Id. ,’The Commission sneuld thefefore

disallow APS’,Stock-based incentive compensation expenses from the Company’s cost of service.

_M_.‘ : Lobbning Expenses
o The’Staffr adjustment reflected in Schedule C-15 eliminates test year above-the-line cnarges

for lobbying expense. (Dittm‘ef Dineet at 113). Lebbying expenses are not generaliy included withi‘n
the devel‘o\p’ment of utility cost ef service. Id. at~113-14. Pursuent t‘o‘the FERC Uniform System ef
Accounts, lobbying costs are required to be[recorded below the hne, where there is a pfesumpﬁon of
non-recovery. Id. at 114-15.

Ratepayefs could potentially be hafmed by allowing cost recovery lof lobbying expenses. Id.
at 115. With the unique monopoly status that utilitiee enj‘oy, the potential fef abuse through the

promotion of unfair or unnecessary legislation is obvious. Id. Staff does not mean to suggest that all

‘utility lobbying efforts are detrimental to ratepayers in partieular or the public in genefal, and it is

possible that, in certain instances, utility-supported legislation has benefited ratepayers. Id. at 116.‘
However, it is- virtually impossible to know at what cost the achievement ef even pro-consumer
legisiation 1s accomplished. Id.

What is perceived as “good lobbying” from the utility’s of ratepayers’ point of View’may be
considered “bad lobbying” from another constituent’s point of rview. For instance, as S’taff Witness
Dittmer discussed, a utility‘ may /lobby against—éand succeed in defeeting——certain expensive
environmental legislation. ~ Although ratepayers may receine an ‘economic benefit from such
lobbying, residents in general may suffer adverse health consequences from the’ defeat of euch
legislation. (Tr. at 4269-70). Steff Believes that tne Cornmission snould reffain from involving itself
in the proCess of discerning “good lobbying” from “bad lobbying.”
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‘Dur’i'ng the test year, APS recorded some of its lobbying costs below the line, and those costs.

were not included in APS’ proposed teSt year cost of service. (Dittmer Direct at 116)'. However,
contrary to specific USOA guidelines, APS charged a number of its lobbying costs above the line to -

administrative and genéral' expense accounts, and these lobbying costs were included in its prbposed

|| test year costyof service. Id. It is these above the line lobbying eXp"enses that Staff has eliminated on

Schedule C-15. 1d.

| In éddition to adopting this disallowance, the Commiséion shouid requirc APS to record all
lo'bbyihg expenseé below the line in FERC USOA Aécount No. 426.4. ‘Id. Although the krequi‘reme,nt
to record lobbying expenses below the line is not éonclusive fof ratemaking purhoses, it will ensure
that the issue is highlighted for review by auditors. Id. at 116-17. APS Will be free to rcqueét cost‘-‘
of—servi_cé fccognition fof lobhying efforts in subsequent rate cases. Id. at 117. However, if ’these
cQsts are appropriateiy recorded bélow the liné,. APS will be required to propose a specific adjuétment
to its opverzitirl'g income in order to recover thése costs in rates; Id. This will ehsure that ex‘penses‘ that
are presumed to ‘fa'll outside of the Co’mpan'y"‘s cost of service are nht “hidden” within inappropriate
accounts, thereby complicating the audit. Id.

N.  ISFSI Expense

The Independent Spent Fuel Storage Installation (“ISFSI”) is Palo Verde’s ydry storage facility‘
for spent nuclear fuel. ‘(Dittmer Direct at 117). The storage pools where Palo Verde’s spent fuel is
currently stofed Will sohn reach maximum capacity, and ’Palo Verde will therefore need an interim
storage facility until the United S’tates, Departinent of Energy can site and ‘constfﬁét permanent
storage facilities fbr spent nucleér fuel. Id. at 117-18.

The need for this interim storage facility has been anticipated for a number of years. Id. at
118. In a previous decision, the Commission‘allyowed APS tordefer ISFSI costs within a regulatory
asset account for 1atér recovery from ratepayers; Id. In Decisioh No. 67744, issued in 2005, the

Commission allowed APS to recover these previously deferred ISFSI costs. Jd. That decision also
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;allo\,zved APS to rec‘oyer ohgoing ISFSI’costs related to current nuclear fuel bttrns. Id. Both of these -

isStles%—the recovery of previOhély deferred [SFSI "cost’s and the reco{/ery of ‘ongoing ISFSI
expelleev«were exammed n a‘study undertaken by TLG Serv1ces Inc. in 2002. Id In the pendmg‘,
case, APS is again proposmg ISF ST adJustments Id =

Decision No. 67744 (APS’ 1ast rate case) did not become effective until April l 2005.
(D1ttmer Drrect at 118). The test year in th1s case, Wthh ends September 30, 2005, reﬂects only one-
half of the annual amortrzatron level of deferred ISFSI costs that were approved in Decrslon No. | -
67744. Id Therefore, APS has' proposed an adestment to reﬂect the annualization of the
amortiz’ation expense related to the ISFSI deferrals approved for recovery in Decision No. 67744. Id
Staff has accepted this adjustment; b |

‘ VAPS\also\p‘ro'poses adjustments that reflect incrementai “ongoing” ISFSI expénse as well as

incrernental ISFSI amortizatien expense resultinbg from the TLG Services, Inc, study that Was updated
in 2004. Id. Finally, APS proposes an adjustment to ISFSI amortization expense to consider
additional deferrals following June ‘30,‘ 2004; the cutoff date used in the last rate ease, through
December 31, 2006, theapproximate effective date for rates developed in this proceeding. ]tz’. at 118-
19, | |

Staff accepts the majoritsl of APS’ proposed ISFSI adjustments, but nonetheless proposes
certain minor modifications in its adjustment set forth in S‘chedule C- 16. Id. at 121-25. The updated
2004 TLG study predicts an overall increase in ISFSI costs from that projected in the 2002 studyr Id.
at 124. Furthermore, the 2004 sttldy predicts a sighiﬁcant shift in 1SFSI expenditures from post-shut
down activities that have a long amortization period to pre-shut down activities that haVe only a five- |
year amortization period. Id. APS’ ISFSI adjustments incorporate both the higher overall ISFSI
estimate and the shift of costs to pre-shut down activities that have a shorter amortization period. Id.
HoWever, the 2004 TLG study alse predicts a reductron in cests related to post—shutdowh activities,

and APS’ ISFSI adjustments fail to capture those reductions. Id. at 125. ’C‘onceptually, Staff’s ISFSI
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1 | adjustment captures the reduction in costs for post-shut down activities that were ignored by APS.

2 || Staff believes that it would be unfair to reﬂ'ectiri rates the elements of the 2004 TLG study that show

3 |l increased costs but to omit the elements of the same study that show declining costs. Id.

4 " 0. ‘Propertv Tax Expentsef k
59 ’f’ | Staff has‘proposed an adjustment to APS’ proposed level of property tax expense. (Dittmer |
6 Direct at 125). In his direct testimony, Staff Witness D1ttmer recommended ehmmatmg the portion of
7: APS’ pro forma property tax adjustment related to a property tax increase anticrpated to occur in
8 2007 . ']cl APS had desrgned one element of its proposed property tax adjustment to- reﬂect the
9 statutory phase—m of property tax increases associated with the former PWEC units. /d. Although 1t
- 10 |'is probable that ~property taxes related to these facilities will increase, k“cherry pi’cking” post testkyear
11 changes that ocCur far beyond the end of the test year willresult in ‘a 'mismatch in cost of service
12 | revenues, expenses and rate base For these reasons, Staff ehmmated the portion of APS’ property
13 tax adjustment that is related to antlcipated 2007 tax increases. Id. at 125 26. APS has agreed to
14 | Staff’s property tax adjust‘ment. | | ‘
154 At the hearing, Staff witness Dittmer stated that he supports RUCO’s additional property tax
16 adjustment. (Tr. at 4187-89). Specifically, RUCO identified a known and measurable reduction in
17 | property tax expenSe that became effective in 2006 as a result of new legislation. In rebuttal, APS
18 | claims that, notwithstanding the reduction in 2006 property tax eXpense, its 2007 property tax
19 expense vvill still be higher than either its test year actual property tax expense or its 2006 adjusted
: 20 ‘prop’erty tax expense. Staff, however, agrees with RUCO on this issue: to adopt 2007 property tax
21 levels would create a mismatch in the development of APS’ cost of service. | |
22| Furthermore, APS’ position on this issue is inconsistent with its revised productioh tax credit
23 'propyosal. During discovery, APS suggested that it should not reach into 2007 to incorporate a higher
24 | production tax credit rate than would be available to it in 2006. Staff withess Dittmer agreed with

25 | APS and reduced APS’ originally proposed cost of service income tax expense to reflect the lower
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20()6 production tax credit rate. lt Would therefore be both unfair and inconsistent to adopt higher

. prO_]CCted 2007 property tax expense and ignore the reduction in the production tax credit that wrll r'

become available to APS in 2007. (Tr. at 4190—92). For these reasons, the Commission should adopt

both Stafl’ S and RUCO S property tax adjustments

P. Generation Production Income Tax Deductlon
APS has proposed ‘an income ‘tax ‘adjustment to reflect additional tax deductions and

accompanymg tax savmgs that will result from the American Jobs Creation Act. (Dittmer Direct at
126) Staff agrees with APS’ approach but nonetheless proposes some ad)ustments

When APS prepared its original case, the treasury regulations related to the American Jobs
Creation Act were notﬁnal. Id at 127—28; APS therefore relied upon proposed treasury regulations,
which were subsequently superseded by the final regulations. Stafr’ ] adjustment on this issue merely
calculates the additional tax deductions and accompanying tax savingsbased upon those final
regulations.r Id. at l26-27.v APS has accepted this adjustment. Id. at 127. Staff has also proposed
adjustments intended to synchronize this adjustment with other elements of Staff’s position in this
case. Id, at 12728, |

Additionally, Staff recalculated the production tax credit to reﬂectthe three percent credit that
was available in 2006 rather than the sin percent credit available in 2007, which APS used to’i
calculate its original proposal on this issue. Staff believes that it will create a mismatch to selectively

adopt cost of service elements scheduled to occur in 2007 and beyondi (Tr. at 4190-92). |

Q. Interest Synchronization

Staff has adjusted APS’ pro forma leyel of income tax expense to synchronize the interest’
deduction for consideration in the development of Staff’s cost of service Income tax expense with the
lerisdictional rate base and weighted cost of debt proposed by Staff. (Dittmer Direct at 129). This
adjustment, which is routinely adopted by regulatory commisisions in utility rate cases, is derived by
multiplying Staff’s proposed retail jurisdictional rate base times the weighted cost of debt included -
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within‘Staf’f’ s development of the overall cost of capital. If the Commission were to adopt a différent
rate base or weighted cost of debt than that proposed.by Staff, it would be necessary to revisé this

adjustment accotdingly. 1d.

8 R.  Federal And State Income Tax Expdense

| Staff peroSes an adjustment as a kcor‘recting calculation to APS’ proposed level of cost of

fserv'ice income tax expense. (Dittmer Direct at 129)." Although most accountants can agree'

yconyceptually to the appropﬁaté development of allowable cost-of-service income tax expense, the

mathematical or mechanical computation of subh an adjustment can becdrne complicated. Id.: at 129-
30. This is especiallly‘ trué itl this case, which‘éd’dresses' an historic test year that épans th calendar
yeafs, each of Which may include unique or non—reéum'ng tax atccrual entries. Id. at 130.‘ |

Asaresult of a series of discussions With APS persotmel, Staff witness Dittmer cohc’lkude‘d
that an error exiéts within the Company’s develbpfnent of its proposed test year‘cost of servicei‘
income tax experise, evdn though the precise error"}tas never preciéely identified. Id. Staff pfopOééd
a “top dt)wn” calculation that uses estimated 2006 permanent book/tax differences and’ other income
tax credits. Id. at 130-31. APS ’has acceptéd.this adjustment. Id. at 131.

S. RUCO’s Palo Verde Steam Generator Replacement Depreciation Issues

APS proposed a post test year adjustm‘ent to reflect a’stekam generatof replacement at Palo
Verde. No party has objected to this adjustment. RUCO, however, haé proposed two corresponding |
ddjustments, which Staff supports. |

First, RUCO has propt)sed an adjustment to reflect a corrésponding retiretnent related to the
post-test year Palo Verde steam generator replacement. APS’ fatilure to reflect the associated
tetirement overstates APS’ proposed balance of gross plant in service\:y. Second, RUCO proposed an
adj ustment to depreciation expense to reflect tl'te impact of the retirement associated with the Palo
Verde steam ’generator replacerﬁent. Because APS had annualized depreciation expense based upon

the overstated balance of gross plant in service, APS’ proposed pro forma level of depreciation
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expens‘e was also overstated. APS agreed with these RUCO adjustments, and the Commission s,hyould

adopt them. et

/ I RUCO’s Customer Depo‘sit Intefest Annualiiatien Adinstment

’RUVCO‘proposed an adjusnnent to reflect the inte’rest“rate that Wns péid On custonﬁef depoSits
in 2006", and APS agreed with this adjusfiment in rebnttaﬂ. Staff has reflected this adjustment Within |
its updated eecounting schednles filed with Staff’ s surreb\uttayl testimony. (EX. VS‘—38; Scnedule B, |
p.1). This ardjustrnent’ sheruld also be adopted in the Comnlission’s decisien in this matter;
VIIIL POWER SUPPLY ADJUSTER’ |

Staff believes that it is apprt)priete for the Commission to continue fo appfove some type of | |
Ponver Supply A_djuster (“PSA”) ‘mechanism for APS, because prices for fuel and energy renlain
Volatile.‘ , (Antonuk Direct at 4); - That volatility"‘will iikely evenfi’nue for sonle time, and will
substantially dinlinish the chance that rate caée determinations for fuel and energy expenses will bearj
a reasonably clese relationship to actual costs for those items during the period that rates a?e in effect.
1d. | |

Staff has proposed several changes to APS’ existing PSA:

1) The use of a forecasted year for setting the PSA rate in the future;

2) . The elimination ef the 90/10 sharing mechanism;

3) The elimination of the $776 million cap;

4)  The elimination of the 4 mil bandwidth;

5)  The adoption of a new plan of administration, which would replace the

existing plan of administration.
(Antonuk Direct at 33, 37; see genefally Antonuk Suppiemental Test., hereinafter referred to as
‘ A‘ntonuk Supplemental”, Ex. S-30 at 2-8). | |
‘FQr‘ a number of reasons, the eXisting PSA mechanism led to the build-up of substantial

underc’ollections in 2005-06. (See Dittmer Surrebuttal at 6; Tr. at 3033). The combination of
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1mplement1ng anew PSA in conjunctlon w1th the increase in fuel and purchased power prrces n the

wake of Hurricane Katrina led to s1gnlﬁcant and unanticipated undercollections in APS fuel and
purchased power costs. Tl’llS build-up of deferrals attracted unfavorable attention from the ratmgs

agencies, which- threatened to downgrade APS’ rat1ngs (S‘ee Parcell Direct Test., Ex. S-8 at 14).

'Arguably, this build -up of deferrals also prompted APS to file its emergency rate case in early 2006

(Tr. at 3033)

In evaluatmg APS’ rate case, Staff recognized that the pubhc interest would be served by
addressmg any aspects of APS’ exrstmg PSA that may have contributed to the build -up of 51gn1ﬂcant ‘
deferrals. Staff believes that the changes that it is recommending wrll lead to more timely recovery

by APS of its costs for fuel and purchased power. Staff also believes that these changes will address’

the rating agencies’ concerns, as alleged by APS.

: Staff ] proposed Plan’of Administration provides a detailed description of the mechanics of
Staff’s proposed PSA. (Antonuk Supplemental, Ex. §-30). The “forward component” of Staff’s
propoSed PSA has some bearing on the issues related to the base cost of fuel ’and‘ purchased power.
Although Staff recommends that the Commission reject APS’ 2(’)«07 forecasts as the basis for the base
cost of fuel and purchased power, Staff does not object to ’using APS’ 2007 rejoinder forecast to
determine the “forward component” for 2OQ7. Adoption of this proposal would essentially serve as a
“middle ground” between the competing positiOns of Staff and APS regarding the appropriate base
cost of fuel and purchased power. (Antonuk Supplemental at 2-3, 5-6). k
IX. COST OF CAPITAL

The first step in performing a cost of capital analysis is the development of an appropriate
capital structure. The second step is a determination of the embedded cost rate of long-term debt.

The third step is the estimation of the cost of common equity. Although the ﬁrst two steps are not

generally controversial, the thrrd step often generates srgmﬁcant dispute.
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- For the eost of equit'y’ evaluation, Staff applied three recognized methodologies (discounted

case flow, capital asset pricing model, and comparable earnings) to two proxy groups (a group of
comparison electric utilities with similar operating and risk characteristics to APS and PWC, and the

group of proxy electric companies analyzed by Company witness Avera). Based upon these

| analyses, Staff has eonciuded that the cost of common equity for APS falls within a range of 9.5

percent tof‘10.75 percent, with an approximate midpoint of 10.25 percent. Cofnbining the three steps
of the cost of capital analysis into a weighted cost of capital results in an overall rate of return of 8.05

percent. (See generally Parcell Direct; Parcell Surrebuttal Test., Ex. S-9).

A_ _ Economic Pyrinciples'

- COS’tvOf eapital is aﬁ opportunity cost and is prospective-lookipg, which dictates fhat it must be
eéstimated. There are several useful modelys that can b‘e empioyed to ass‘ist’in estimating the cost of
eqmty‘capltal which 1s the cap1ta1 structure item that is the most dlfﬁcult to determme These
include the dlscounted cash flow (“DCF”) capltal asset pncmg model (“CAPM”), comparable
earnings,k(“CE”), and risk premium ‘(“RP”) methods.  Each of these methods is different, and if
properly employed, eari be a useful tool in estimating the cost ‘of common equity for a regulated
utility.

Economic and financial conditions are also important in determining the cost of capital. The
level of economic activi’ty, the stage of the business eycle, the level of inflation, and expected
economic cqnditiohs all have a direct and significant inﬂ4uvence0n the cost of | capital. Currentiy,

capital costs are low in comparison to the levels that have prevailed over the past three decades.

Even a moderate increase in interest rates, as well as other capltal costs, would still result i n capltal

costs that are low by hlStOI‘lC standards. Therefore, it can reasonably be expected that cost of equity
models, such as the DCF, will currently produce returns that are lower than was the case in prior

years.
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B.  Capital Structure

Rt A utility’e capital struCturé is importan’t sirice the coﬁcept of rate base/fate of return reguiation |
requires that a utility’s capifal structure be determined aﬁd utilized in estimating the tetal cost of :
capitall. The purpose o’(’f deterrﬁining the proper capitai strdcture fer a utility is to help ascertain the
cépital eosts of the c‘ompan’y‘. ‘ APS has proposed the folylowikn‘g capitel structure: long term debt- 45‘5'
percent,,an‘d’ common‘ equity - 555 perkcent." This capital s’tfucture cont‘ains‘ a higher‘equity ratio than‘
that of the eleefric utilities in bothr the generalde‘xnd the specific proxy groups. Tﬁerefofe, the APS
capital 'strlylcjture reflects a lower degree of financial risk fhan 4that exhibited by the proxy groups.
Staff has nenetheless ac‘cep'ted APS’ proposed capital structﬁre for purposes of determining APS’

cost of capital in this proceeding.

~C. - Costof Long-Term Debt
The Company’s ﬁling proposes a long-term debt cost of 5.41 percent, and Staff has |
determined that this proposal is reasonable.

D. Cost of Equity

The common equity ratio is the capital structure item that receives the most attention. This is
because cemmon equity usually commands the highest cost fate, generates associated inceme tax
liabilities, and causes the most controversy since its cost cannot be precisely determined. It is not
possible to cenduct direct analyses of the cost of common equity for APS because it is not a publicly
traded company. It is possible to conduct studies of PWC’S cost of equity, bdt due to the diversiﬁed
nature of PWC’s operafions, it is not an adequate proxy for the cdst of equity for APS. Asa result, it
is useful to analyze greups of comparison or “proxy” cornpanies as a substitute for APS to deteﬁnine
its cost of comkmron equity. Two groups were examined for eemparison to APS: 1) a sele’cted group
of electric utilities similar to APS and PWC, and 2) the proxy group of electric utilities selected by

APS witness Avera.
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L Dis"couknted‘Cash’ Flow Analysis :
[ The discounted caéh ﬂo\‘Nb(DCF) model is oné of tile oldest as well as the most commoﬁly
used models for estimating the cost‘of common equity for public utilities. The DCF model is baSéd
on the “dii{idehd diécotmf fnodél” of financial fheory, which maiﬁtains that the Vélﬁe (price) of any

security orbo_mmodity is the discounted present value of all future cash flows. The relationship can :

be simplified because dividends are assumed to grow at a constant rate of g. This variant of the

divi(iend dis‘countk"model’ is kﬁown ’as the constant growth or Gordon DCF model. The ~’cons‘tant
growth equation can be solvéd ‘for‘ the co‘st of cap’ita‘ly. When do/ing so, the return expectéd or requiréd
by investors is comprised of two  factors: the yield (current income) /a_nd expected grth (future
incorﬁé). | |

There are sveveralyme‘thods which cén be used for éalcﬁlating the Yield combonent. ’These

methods generally differ in the manner in which the dividend rate is employed, such as current Versus

future dividends or annual versus quartérly compounding of dividends. However, the most

appropriate yield component is a quarterly compounding variant that recognizes the timing of

'dividend payment and dividend increases. The growth rate component of the DCF model is usually

the most crucial and controversial element involved in using this methodology. The objective of

estimating the growth component is to reflect the growth expected by investors which is embodied in

the price of a company’s stock; Also, 1t is important to recognize that individual inveStofs have |
different expectations and consider altemative indicators in deriving their expectations. A Wide array
of techniques exists‘ for estiniating the growth expectations of investors. No single indicator of
growth is always used by all investors, and it is necessary to consider alternative indicators of growth
in deriving the growth component of the DCF model.‘ |

Staff cqnsidered five indicators in its DCF anaiyses: (1) 2001-2005 earnings retenﬁon, or |
fundamental growth; (2) 5-year average of historic grow’th in ea;nings per share (EPS), dividends per
share (DPS), and book value per share (BVPS‘); (3) 2006-2010 projections of earn‘ings‘rete‘ntion' :
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growth; (4) 2004-2010 projections of EPS, DPS, and BVPS; and (5) 5-year projections of EPS
growth as reported in First Call. This combination of growtﬁ indicators is a representative and
appropriate set with which to estimate investor expectations of growth for the groups of utility
companies. Based on Staff’s analyses, a range of 9 percent to 10 percent represents the current DCF
cost of equity for APS. The lower end (9 percent) approximates the upper values for the
average/median results, while the upper end (10 percent) reflects the high value of the constant
growth DCF calculations for the groups examined.

Although APS witness Avera performed a DCF analysis, he concluded that its results were
not useful (presumably too low) in estimating a reasonable cost of equity for APS. (Tr. at 1863-65).
By contrast, both Staff and RUCO have appropriately incorporated the results of their respective DCF
analyses into their recommendations, recognizing that the DCF method is commonly relied on by
regulatory commissions — including this Commission — to estimate the cost of equity. Id. at 1869-70.

2. Capital Asset Pricing Model Analysis

The capital asset pricing model (CAPM) is a version of the risk premium method. The
CAPM describes and measures the relationship between a security’s investment risk and its market
rate of return. The CAPM was developed in the 1960s and 1970s as an extension of modern portfolio
theory (MPT), which studies the relationships among risk, diversification, and expected returns. The
CAPM is generally superior to the simple risk premium method because the CAPM specifically
recognizes the risk of a particular company or industry, whereas the simple risk premium method
does not. Staff performed CAPM analyses for the same groups of electric utilities evaluated in the
DCF analyses.

Two types of Treasury securities are often utilized as the risk free rate component: short-term
United States Treasury bills and long-term United States Treasury bonds. The three month average
yield for twenty year United States Treasury bonds was used for Staff’s CAPM calculations. Staff

also used the most current Value Line betas for each company in the groups of comparison electric
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companies in its CAPM calculation. The market risk premium component represents the investor-
expected premium of common stocks over the risk-free rate, or" government bonds. For the purpose
of estimating the market risk premium, returns of the S&P 500 and 20-year United States Treasury
bonds were used. A combination of arithmetic and geometric means is appropriate since investors
have access to both types of information, and both types are reflected in investment decisions and
thus stock prices and cost of capital. Staff’s CAPM results collectively indicate a cost of about 10.5-
10.75 percent for the two groups of proxy companies.
3. Comparable Earnings Analysis

The CE method is designed to measure the returns expected to be earned on the original cost
book value of similar risk enterprises. Thus, this method provides a direct measure of the fair return,
since it translates into practice the competitive principle upon which regulation rests. The CE
methodology is conducted by examining realized returns on equity for several groups of companies
and evaluating the investor acceptance of these returns by reference to the resulting market-to-book
ratios. One objective of a fair cost of equity is the maintenance of stock prices above book value.
Staff considered experienced equity returns of the proxy groups of companies for the historic period
1992-2005 as well as the future period 2006-2010 in its analysis. Historic returns of 9.9-11.7 percent
have been adequate, and projected returns on equity for future periods are within a range of 8.2-10.4
percent for the proxy groups. Therefore, the cost of equity for APS is no greater than 10 percent, and
an earned return of 10 percent or less should result in a market-to-book ratio of at least 100 percent.

E. Total Cost Of Capital

The overall conclusion from the three methodologies (DCF, CAPM and CE) is a range of 9.5
percent to 10.75 percent, and Staff’s specific recommendation for APS’ cost of equity is 10.25
percent, the approximate mid-point of that range. In addition, there is no need to make a flotation
adjustment. A utility should only be allowed to recover from ratepayers its actual quantifiable levels

of issuance costs. Staff’s recommended overall weighted cost of capital for APS is 8.05 percent.
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X. PALO VERDE ISSUES

A. Palo Verde Nuclear Outages Resulting From Imprudence Are the Responsibility
of the Company.

Beginning in 2005, the Palo Verde Nuclear Generating Station (“Palo Verde”) experienced
unusually low performance. The Nuclear Regulatory Commission (“NRC”) ranked the facility at
next to the lowest possible level for an operating plant. (GDS August 17, 2006 Report, hereinafter
referred to as “GDS Report”, Ex. S-45 8). Further, the Institute of Nuclear Power Operations
purportedly ranked Palo Verde as an INPO-3 which the Company concedes reflects poorly on the
performance of the plant. (Tr. at 5161-62). |

Because of the high capital investment costs of a nuclear power facility, efficient plant
operation is fundamental to attaining the low operational costs that make nuclear power competitive
with other means of generation. In 2005, Palo Verde experienced eight unplanned outages, thereby
requiring APS to seek replacement power to meet its commitments. These outages, as well as the
low evaluations of Palo Verde, suggested a need to investigate the causes of this poor performance.

The results of that investigation reveal a steady deterioration in Palo Verde’s performance,
which culminated in low regulatory marks and accounted for four of the unplanned outages in 2005.
Initially, Staff determined that these four imprudent outages resulted in a $16.269 million cost for
replacement power, of which 14.944 million was incurred in April-December of 2005 when the PSA
was in effect. However, in surrebuttal, Staff accepted certain changes proposed by Company witness
Ewen. In total, these changes effect a $1.188 million reduction to Staff’s estimate. Thus, Staff’s
final estimate of the cost of replacement power is approximately $15.082 million,? with $13.757°
million occurring during the effective period of the PSA. The investigation also outlined options that

the Commission could pursue in the form of a Nuclear Performance Standard. Such a mechanism

2 $16.269 million — $1.188 million = approx $15.082 million.
3 $14.944 million — $1.188 million = approx $13.757 million.
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would contribute to effectively distributing the costs of poor performance between the Company and
ratepayers. Without such a mechanism, the costs of poor perfoﬁnance fall solely on ratepayers, who
cannot influence the efficiency of Palo Verde’s operations.

1 The Outages are the result of imprudence on the part of the Company.

During 2005, Palo Verde experienced a total of eleven planned and unplanned outages. Of
these outages, Staff identified four as the result of imprudence. (GDS Report at 2). The approximate
impact of these outages in terms of the cost of replacement power is $15.082 million, $13.757 million
of which occurred during the period in which the PSA was effective. Id. at 41-53. In addition to
power replacement costs, APS experienced reduced margins on off-system and opportunity sales
used to offset fuel and purchased power costs recovered through the PSA. These items should thus
also be counted as a component of the total cost of the imprudent outages. Factoring in the lost
margins on off-system and opportunity sales results in a total cost of $16.186 million. The ratepayers
are not responsible for these outages and should not be forced to bear these costs.

Four discreet instances give rise to the imprudent outages that will be discussed further below.
Briefly, they are the Emergency Diesel Generator Governor failure (March 18-21, 2005), the
Extended Outage due to an operator-caused Reactor Trip on high steam generator level (August 26-
28, 2005), the Unit 2 Refueling Water Tank inoperability (October 11-20, 2005), and the Unit 3
Refueling Water Tank inoperability (October 11-20, 2005). »

a. The Emergency Diesel Generator Governor Failure (March 18-21)

Following maintenance, the Company performed a post-maintenance test of one of the Unit 1
Emergency Diesel Generators (“EDG”), a vital safety device necessary to provide power in the event
of disconnection from offsite power sources. As Company witness Denton testified, in the event of
losing off-site power, EDGs are necessary to ensure the orderly and safe shut down of the plant. (Tr.
at 5040). According to NRC regulations, APS is required to shut down the unit if both EDGs are not

available to operate for an extensive period of time. Id. at 5041. In fact, both EDGs are necessary in
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the event of an actual loss of off-site power. Id. During the retest of the equipment on March 17,
2005, one of the two EDGs failed to start. Operators determinéd that the cause of the failure was a
faulty governor for the EDG. Though the governor was replaced, technical specifications require the
shutdown of the unit during the retest.

Examination of the governor failure pointed to rust as the source of failure. Though the
Company cited a number of possible causes for the rust, (see Tr. at 5136-5137), all of these possible
causes indicate that APS’ inability to detect and prevent the failure was due to imprudence. The
governor was stored in a non-climate controlled warehouse, drained of oil. (GDS Report at 23). Had
the Company stored the governor with oil in it, it could have avoided the governor failure and the
outage. (Id. at 24. See also Tr. at 5139-5140). Because each unit requires both EDGs to be operable
in the event of a loss of off-site power, and because the loss of an EDG for extended periods requires
shutdown of the affected unit, (Tr. at 5041), it is clear that the Company did not treat the EDGs with
the degree of care appropriate to the significance of this particular piece of equipment.

b. Unit 1 Reactor Trip and Outage Extension Due to Operator Error
(August 26-28, 2005).

Operator error exacerbated an otherwise unavoidable outage that began on August 11, 2005
with the failure of Unit 1’s second EDG. A faulty diode in the voltage regulator prevented the EDG
from maintaining the proper steady output voltage. A further, unavoidable equipment failure, namely
an oil leak on a reactor coolant pump, likewise delayed the restart of Unit 1.

On August 26, 2005, operator error during startup caused an avoidable extension of the
outage. Specifically, the steam generator operator failed to obtain supervisory approval before
switching to manual operation of the digital feedwater control system (“DFWCS”) when he perceived
that the automatic settings were not raising the level as high as the operator deemed appropriate.

(GDS Report at 24-26). Failure to communicate operator actions led to increased feedwater flow
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beyond the level necessary for the steaming rate, thereby resulting in a high steam generator level and

a consequent.reactor trip. Id.

The Company did not provide adequate training and permitted a culture of unsupported and
inaccurate beliefs among DFWCS operators. The Company conceded that, in the post-event
interviews, many operators claimed that the DFWCS was unreliable in maintaining stable feed water
levels at low power levels. (Tr. at 5144). Further, the Company conceded that, with respect to the
narrow issue of the DFWCS, no updated training or procedures had been set in place to deal with this
inaccurate perception. Id. at 5144-45.

The Company suggests that the problem was not with the equipment but with the operators
who perceived fault with the system. (Levine Rej. Test., Ex. APS-95 at 8). The Company’s
contention reinforces, rather than detracts from, Staff’s conclusions. The operators’ erroneous
perception of the system was the root of the problem. As Staff testified, reactor startups were
unusually frequent during 2005 at Palo Verde, and the Company had many prior experiences with
operator misgivings toward the DFWCS. (Jacobs Surrebuttal Test., hereinafter referred to as “Jacobs
Surrebuttal”, Ex. S-48 at 22-23). The Company understood that a common mindset of anticipated
system failure preexisted the event. Id. This led to a preemptive and incorrect action by an operator
that caused the reactor trip. In spite of its prior knowledge, the Company did not take steps to alter
training so as to eliminate this mindset. This failure to address a known problem supports the
conclusion that this outage is imprudent.

c. Unit 2 and Unit 3 Refueling Water Tank Inoperability (October 11-
20, 2005)

From October 11-20, 2005, Palo Verde Units 2 and 3 were out of operation because the

Refueling Water Tanks (“RWT”) for both units were declared inoperable. Two safety systems

depend on the RWT, the Emergency Core Cooling System (“ECCS”) and the Containment Spray.
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The declaration of inoperability of these connected systems followed an NRC inspection in
2005. (GDS Report at 32, 39-40; Jacobs Surrebuttal at 24). Dﬁring the inspection, the NRC voiced
the concern that, during suction from the RWT under certain conditions, air could be entrained that
could damage and disable the safety pumps on which the Containment Spray and ECCS depend.
(GDS Report at 31-32, 39). The Company could not demonstrate to the NRC that air entrainment
was not occurring and thus the units were shut down pending a full analysis to determine whether air
entrainment threatened safe operations. (Jacobs Surrebuttal at 24).

The Company—instead of the NRC—should have identified this issue because of the NRC’s
yellow finding in 2004 on a related issue. (See Jacobs Surrebuttbal at 24-25). The yellow finding in
2004 resulted from empty containment sump piping, thereby raising concerns that air entrainment
from the empty sump piping could damage safety related pumps. The Company should have known
that air entrainment damage to pumps is a safety concern. Draining the RWT gives rise to the same
air entrainment concerns as the empty sump piping. A reasonably complete analysis of the issues
related to the 2004 yellow finding would have permitted the Company to identify this largely
identical issue. Id. Therefore, this outage was avoidable and imprudent.

2. The Proper Measure of the Impact of the Outages requires examining Palo
Verde’s performance, without considering the unconnected performance of
the Company’s other operations.

In addition to arguing that the outages were not imprudent, the Company also argues that the
improved performance of its coal generation should offset the loss of generation at Palo Verde. This
argument is not persuasive and should not be adopted. Improved performance in the Company’s coal
generation is external and unrelated to the Palo Verde outages. The Palo Verde outages did not cause
improved operations at the Company’s various coal-fired plants, nor did they produce lower coal
prices.

The Company incurred costs for replacement power in spite of the improved efficiency of its

coal facilities. These replacement power costs are unaffected by the superior performance of the coal
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plants even when evaluating them cumulatively. Allowing the performance of the coal facilities to
mitigate the costs of the Palo Verde outages would clearly bdouble count the influence of coal
generation. The Company’s arguments for this type of mitigation should not be accepted.
3. A Nuclear Performance Standard is Appropriate and Reasonable.
The Commission should adopt a performance standard to govern the operation of Palo Verde.
As noted above, the Company will recover its cost of invested capital regardless of the quality of its
performance, and the ratepayers therefore bear the risk of poor performance. This is unfair when one
considers that nuclear plants have exceptionally high capital cost and that only the low cost of fuel
and operations offsets the high capital costs. The lower cost of operations can only be achieved when
the plant operates at a high capacity factor. Adopting a reasonable Nuclear Performance Standard
(“NPS”) will alleviate this situation by distributing the cost of inefficient operations on both the
Company and the ratepayers. (See Tr. at 5128, 5225).

Staff’s proposed NPS has the following features:

1) Evaluating Palo Verde performance by averaging capacity factor achieved every three
years;

2) Setting the target capacity factor as three year average capacity factor of U.S. nuclear |
plants similar in type to Palo Verde (pressurized water reactors (“PWR”) with over
600 MW capacity);

3) Excluding U.S. PWRs with a three year average capacity factor below 60% from the
target capacity factor calculation;

4) Allowing no action if Palo Verde exceeds the target value for the relevant period;

5) Assigning to the Company the cost of replacement power for the difference between
actual system costs and system costs had Palo Verde achieved its target capacity
factor;

6) Allowing the Commission to determine the treatment of the additional costs; and

7 At Commission discretion, performing detailed studies of extended outages or other
extraordinary events that would significantly impact Palo Verde’s capacity factor
during the three year period.
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(Jacobs Direct Test., hereinafter referred to as “Jacobs Direct”, Ex. S-47 at 7-8).
a. Regulating Company Operati;)ns is a Reasonable Means to
encourage APS to Achieve an Appropriate Level of Performance.

APS’ Performance Improvement Plan states that APS intends to make Palo Verde a top
performing nuclear facility. (See GDS Report at 51; see also Tr. at 5127). Staff’s proposed NPS,
which sets the industry average as its target, is not inconsistent with that goal. Likewise, an NPS
would reduce the need to undergo extensive and costly investigations of each outage because the
averaging mechanism would focus attention properly on the bottom line.

The Company contends that implementation of the NPS, which does not contain incentives,
will not affect the way it does business. (Tr. at 5126). Instead of providing an incentive, the NPS
reallocates costs associated with poor performance between the Company and ratepayers. Staff’s
recommendation shifts the impact of operational deficiencies that are solely within the Company’s
control and thereby applies appropriate pressure to the Company to improve its performance without
jeopardizing the recovery of the cost of investment. Thus, regardless of whether the Company
pursues operational excellence to avoid the graduated penalties of the NPS, ratepayers will no longer
be subsidizing inefficiency.

b. The Performance Standard should solely Consider Palo Verde.

The Company has tentatively expressed willingness to agree to an NPS that examines
Company performance overall rather than examining the isolated pérformance of its single most
capital intensive asset, Palo Verde. Evaluating the Company’s performance as a whole would
produce skewed results. Though nuclear and coal power plants are both used for base load
generation, they are fundamentally different. (Jacobs Surrebuttal at 36). They use different
operational and safety processes, are subject to different forms of regulation, and have costs that are
unrelated and not directly comparable. Id. In addition, nuclear facilities are more-expensive and

should operate with lower variable costs. Id. A broad performance standard that includes all of the
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Company’s generation would, in effect, permit the Company to gloss over the performance of its
single most costly asset, Palo Verde.
B. Establishing A Power Supply Adjustor Surcharge To Recover Costs Associated

With Nuclear Plant Qutages That Have Not Been Identified As Imprudent Or
Preventable.

Decision No. 67744 allows APS to recover or refund the amount of increased costs for fuel
and purchased power up to a certain limit based on the annual adjustor rate. The Paragraph 19(d)
Balancing Account includes only those power supply costs falling outside of the $0.004 bandwidth.
The Commission must approve any surcharges to recover or refund any amounts in the Paragraph
19(d) Balancing Account.

Staff’s testimony addresses whether the Commission should allow APS to recover through
surcharges the costs in its Paragraph 19(d) Balancing Account related to outages at Palo Verde.
Staff’s Palo Verde report identifies certain outages as impudent, and the costs relating to these
outages should therefore be removed from the Paragraph 19(d) Balancing Account. Staff also
recommends that the Commission allow APS to recover through a surcharge the costs resulting from
the Palo Verde outages that were not imprudent.

XI. PROCUREMENT AUDIT

APS’ testimony appears to be in general agreement with the findings of the fuel and
purchased power audit conducted by the Liberty Consulting Group on behalf of Commission Staff.
(Antonuk Surrebuttal at 1). Staff did not observe any significant matter of disagreement that would
affect either the establishment of base rates or the design of the PSA. (Antonuk Surrebuttal at 1).
APS has claimed that a number of changes recommended by the audit have already been undertaken;
nonetheless, there does not appear to be a difference of opinion about what both APS and Staff have
concluded ought to be implemented in order to optimize fuel and energy procurement and

management. Id.
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In these circumstances, a reasonable way to address audit findings is for the Company to
prepare 1) an implementation plan for each recommendatioﬁ that it accepts and 2) a detailed
explanation of its reasons for concluding that particular recommendations need not be implemented.
Id. Staff can then identify the best method for monitoring the Company’s implementation plan and
for resolving any issues that may be in dispute. Id. Staff therefore recommends that the Commission
require the Company to prepare an implementation plan as outlined above. Id.

XII. ENVIRONMENTAL IMPROVEMENT CHARGE

Staff’s testimony addressed APS’ proposed Environmental Improvement Charge (“EIC”).
APS wants to implement this additional charge to recover its capital investment in coal plant
environmental controls. Through the EIC, APS intends to collect revenues from ratepayers based on
the estimated capital investment needed to install pollution controls on its coal-fired power plants.
Staff recommends that the Commission reject the proposed EIC.

Staff listed the following reasons for rejecting APS’ proposed EIC:

1) The EIC would include costs that will not be incurred for several years beyond the test
year;

2) The EIC would include funding for projects before they are mandated to be installed |
on APS’ system,;

3) Regulatory mandates typically build in construction lead times to provide industry
sufficient time to comply with mandated regulatory requirements;

4) The EIC is derived based upon multiple year revenue requirements that increase the
complexity of auditing the charge in the context of future general rate cases and
annual EIC reset proceedings;

5) The effect of the EIC on APS’ interest expense in unclear;

6) The annual reset of the EIC could be implemented without Commission approval
under APS’ proposal;

7) The EIC does not address the fundamental financial challenges that APS has identified
i.e., customer growth and rising fuel costs;

8) The environmental impact of implementing the EIC is unclear.
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(Rowell Direct Test., Ex. S-19 at 14-15). Staff highlighted two points in recommending that the

Commission reject the proposed EIC: 1) the EIC would coliect revenues from ratepayers based
predominately upon estimated rather than incurred costs; and 2) the EIC appears to be unique in that
Staff is not aware of any jurisdiction that employs a mechanism with the same characteristics as the
EIC.

Staff does not support collecting funds from ratepayers, including interest, before the costs
have been incurred. This policy is reasonable as applied to APS’ proposed EIC in this case. APS has
the option of collecting up-front funds for environmental controls from investors, but the EIC would
collect these funds from ratepayers. Collecting funds before costs have been incurred means that
APS will have to estimate capital expenditures. It is very difficult to accurately compute capital
expenditures because costs are unpredictable, and projected completion dates are often unreliable.
Customers would be caught in the middle of pre-funding projects that potentially have different costs
and later completion dates than expected.

APS’ proposed EIC financing scheme is actually contrary to industry standards. This is
illustrated by two industry studies: a Cambridge Energy Research Associates’ study and a NARUC
study. NARUC’s study focused on state level incentives for environmental controls on coal-fired
power plants. None of the fifteen states that responded to the NARUC study have a cost recovery
mechanism similar to APS’ proposed EIC. None of the twenty-two states that responded to the
Cambridge survey allow companies to collect funds before the costs are actually incurred. Staff was
unable to identify any other jurisdiction that employs a mechanism with the characteristics of the

proposed EIC.
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XI1I. DEMAND-SIDE MANAGEMENT

A. How Should APS Be Compensated For Its Effort To Make DSM Programs
Available?

APS proposed a $4,907,000 pro forma adjustment to compensate for net lost revenues
resulting from its efforts to create DSM programs. The Settlement Agreement contained in Decision
No. 67744 requires APS to intensify its DSM efforts and to spend at least $16 million on DSM per
year. In response, APS recently created a number of new DSM programs as part of its Portfolio Plan.
Staff opposes APS’ pro forma adjustment and recommends that the Commission disallow the net lost
revenue adjustments for DSM programs. Staff instead recommends that the Commission reward
APS for DSM savings through a performance incentive.

APS should be compensated for its efforts to make DSM programs available and for the
savings achieved by successful DSM programs through a performance incentive. A performance
incentive and an adjustment for net lost revenues are two separate approaches to compensating the
utility. These techniques are mutually exclusive, and the Commission should adopt either approach
individually, but not both. (Anderson Direct Test., hereinafter referred to as “Anderson Direct”, Ex.
S-16 at 9). The Settlement Agreement that underlies Decision No. 67744 provides for a performance
incentive, arguably signaling the Commission’s preference for that approach.

Conceptually, a performance incentive is preferable to an adjustment for net lost revenues
because a performance incentive rewards the Company only when its DSM programs successfully
result in energy or demand savings. In other words, APS would not be compensated through a
performance incentive if its DSM programs fail to result in energy efficiency savings. The amount
collected in performance incentives would represent a portion of the actual energy efficiency savings
that APS’ DSM programs achieve.

Nor is APS’ proposed adjustment for net lost revenues sufficiently known and measurable to

merit inclusion in rates. (Anderson Surrebuttal Test., hereinafter referred to as “Anderson

55




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

Surrebuttal”, Ex. S-17 at 4; Tr. at 3641). Staff believes that DSM spending for the remainder of the
Portfolio Plan period, 2005-07, 1s very much in question. The energy savings resulting from that
spending is even more difficult to quantify with certainty. (Anderson Surrebuttal at 4). In addition,
Staff believes that, to date, there has not been a significant amount of lost revenue due to DSM
programs. Thus far, the Company has incurred up-front costs, but significant energy savings and
reduced revenues resulting therefrom have not yet fully materialized. (Tr. at 3648).

APS proposed a performance incentive in its Portfolio Plan of DSM programs, and Staff
concurred with that proposal, which sets the performance incentive at 10 percent of the net benefits
achieved and caps it at 10 percent of total DSM spending. Staff recommends that APS include its
request for a performance incentive in each semi-annual DSM report. Staff also recommends that
APS provide Staff with backup workpapers and input data to substantiate the numbers for net benefits
and performance incentives included in its semi-annual DSM reports.

Staff recommends that APS use the most recent and regionally similar energy savings data
available instead of the program-filed savings numbers from 2005. In addition, APS should
incorporate results from its baseline study into its calculations. Staff believes that a time limit should
be placed upon energy use measurements from other regions. Staff further recommends that APS use
measured savings obtained from APS customers by the Measurement, Evaluation, and Research
(“MER”) contractor beginning no later than July 1, 2007. (Anderson Surrebuttal at 4). The averages
of actual measured usage, for both standard and upgraded equipment, should be recalculated by the
MER from usage samples for each prescriptive measure based on new measurements from the field
no less frequently than every two years. (Anderson Direct at 11).

B. Whether The Commission Should Allow APS To_ Accrue Interest On The
Demand-Side Management Adjustment Charge (“DSMAC?”) Account Balance.

Currently, the DSMAC account does not accrue interest. Staff does not oppose APS’
proposal to allow the accrual of interest earmnings on the DSMAC account balance. If interest is
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allowed to accrue, the applicable interest rate should be the one-year Nominal Treasury Constant

Maturities rate that is contained in Federal Reserve Statistical Release H-15 or its successor

publication.

C. What Action Should Be Taken If APS Fails To Spend The $30 Million For DSM
During The Initial Three Year Period Identified In Decision No. 67744?

In rebuttal, APS witness Orlick addressed how to handle under-spending of DSM dollars in
the 2005-07 period. She recommends that any under-spending should be carried over to and spent in
subsequent years, in addition to the $16 million required to be spent in each subsequent year.

Staff’s position is guided by Decision No. 67744, which provides that any unspent amount
should be credited to the balance of the Demand-Side Management Adjustment Clause (“DSMAC”)
account if APS does not spend at least $30 million of the base rate allowance for approved and
eligible DSM-related items during 2005-07. In effect, any “under-spending” is returned to
ratepayers. (Anderson Direct at 7; Anderson Surrebuttal at 2).

XIV. ISSUES RELATED TO RENEWABLES

A. Increasing The Environmental Portfolio Standard Adjustor Rate To Recover
Costs For The EPS Credit Purchase Program.

The Environmental Portfolio Standard (“EPS”) requires distribution entities to derive a
portion of their retail energy from environmentally friendly renewable sources. APS is able to meet
some of its EPS requirements through the EPS Credit Purchase Program. The program allows APS
to receive renewable energy credits for partially reimbursing customers who install renewable energy
systems on their properties. APS recovers the costs for the EPS requirements through a Systems
Benefit Charge and through the Environmental Portfolio Surcharge, an adjustment mechanism.

Staff recommends that the EPS adjustor rate and caps be increased to allow for more funding
of the EPS Credit Purchase Program. The EPS adjustor rate should be set at $0.001392 per kWh with

monthly caps per service of $0.56 for residential customers, $20.68 for non-residential customers,
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and $62.04 for non-residential customers with demands of more than 3,000 kW. This increased
funding will provide an additional $4.25 million for the EPS Credit Purchase Pro gram.

The recommended increase in the EPS adjustor rate and caps is reasonable because it is
consistent with Commission Decision No. 68668. In that decision, the Commission approved the EPS
Credit Purchase Program and ordered APS to allocate an additional $4.25 million for the EPS Credit
Purchase Program, specifying that these additional funds should be recovered in rates in APS’
ongoing general rate case.

B. Maintaining The Systems Benefit Charge For Renewables At $6,000,000.

Currently, APS’ Systems Benefits Charge contains $6,000,000 for renewables. As mentioned
before, the Systems Benefit Charge is one way that APS recovers some of the costs related to
meeting its Environmental Portfolio Standard requirements. Staff recommends that the Commission
maintain funding for renewables in the Systems Benefits Charge at $6,000,000.

C. APS’ Proposed New Rate Schedule For Net Metering.

| Net metering is a way to incent customers to invest in renewable energy generation by

allowing their generation to offset their consumption over one or multiple billing periods. APS has a
proposed new rate schedule for net metering: EPR-5, Rates for Renewable Resource Facilities of
10kW or Less for Partial Requirements. APS’ proposed plan requires a bidirectional meter so that
power flows both ways. With APS’ proposed plan, customers that generate more electricity than they
use will receive kWh credits for that excess energy in the subsequent billing period. This means that
the customer will receive full retail value of the energy component of its bundled rate for the excess
power that the customer provides to APS. EPS funding will be used to recover the metering costs,
billing system modification costs, and revenue loss.

Staff recommends approving EPR-5 the following with modifications:

1) Staff would not require a bidirectional meter;

2) Staff recommends that the facility size limit be increased to 100kW;
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3) Customer participation should not be limited by rate schedule;

4) The schedule should be modified to indicate that all changes to the schedule will
require Commission approval;

5) APS should be required to clarify the tariff to indicate that ratepayers will be
responsible for the cost of the meter.

(Keene Direct Test., hereinafter referred to as “Keene Direct”, Ex. S-12 at 6-7).

In testimony, various parties have criticized Staff for its recommendation concerning the bi-
directional meter. Although Staff believes that the Company should not be allowed to require a bi-
directional meter as a condition to subscribing to this tariff, Staff recognizes that there may be
benefits to using bi-directional meters in some circumstances. (Tr. at 3550). If using bi-directional
meters is less expensive, if operational considerations indicate that bi-directional meters are
preferable, or if long-term savings can be achieved by use of bi-directional meters, Staff would not be
opposed to their use. /d. Certainly, Staff does not intend for its recommendation to foreclose the use
of bi-directional meters in appropriate circumstances. Id. Nonetheless, Staff believes that achieving
the objectives of the tariff at the lowest feasible cost is a reasonable consideration. The evidence
presented in this proceeding demonstrates that two standard meters (one measuring outgoing
electricity and one measuring incoming electricity) would appear to be less expensive than a bi-
directional meter. (Keene Direct at 6).

In direct testimony, Staff witness Keene recommended that APS should be permitted to
recover revenue loss associated with its proposed net metering tariff. (Keene Direct at 6; Tr. at
3577). At the hearing, however, she disagreed with APS’ proposal for measuring revenue loss. (Tr.
at 3577). Staff believes that the revenue loss is the difference between the retail rate and APS’
avoided cost. (Tr. at 3510-11). Ms. Keene proposed that lost revenue should apply only to excess
generation, not to total capacity; she further stated that actual retail rates should be applied, not an

annual average Id. Avoided costs should reflect seasonal on-peak and off-peak rates, as on EPR-2
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and EPR-4. Id. Finally, Staff witness Keene proposed that all metered rate schedules should be

eligible. /d.

D. Green Pricing Tariffs.

APS is proposing two new rate schedules, Green Power Block Schedule (GPS-1A) and Green
Power Percent Schedule (GPS-2A). Staff recommends approving the two new green pricing tariffs as
proposed by APS.

APS’ current Solar Partners Program allows customers to pay $2.64 per month for a block of
15 kWh of solar energy, which adds .0176 per kWh to the customer’s current rate schedule. APS’
proposed new tariff, GPS-1A, will allow customers to purchase 100kWh blocks of electricity
generated by renewable resources and pay an additional $1.00 per month (§0.01 per kWh) for each
block. It is reasonable to approve the GPS-1A tariff because APS is offering more energy from
renewable resources at a cheaper price than the current program offers. GPS-2A offers customers the
opportunity to determine the percentage of their electricity that will come from renewable resources.
Customers will pay an additional price, depending on the percentage requested, on top of their current
rate schedule. This tariff should be approved because the prices are reasonable ($0.01 per kWh for
100%; $0.005 per kWh for 50%; $0.0035 per kWh for 35%; $0.001 per kWh for 10%), and this
program promotes the use of renewable energy.
XV. COST OF SERVICE STUDY

APS prepared a cost of service (“COSS”) study 1) to perform jurisdictional allocations to
separate the retail portion of APS’ operations from the non-retail portion; and 2) to determine overall
retail revenue requirements and to further allocate costs among customer classes. (Brosch Direct
Test., hereinafter referred to as “Brosch Direct”, Ex. S-7 at 5). APS conducted its COSS on a
combined basis, performing jurisdictional and class allocations within a single model. Id. Although

Staff generally found APS’ COSS model to be reasonable, Staff has proposed one modification: Staff
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employed a Four Coincident Peak and Average (“4CP & Average”) allocation in place of the
Company’s Four Coincident Peak (“4CP”) method. Id at 7-8. -«

Staff’s modification centers around the proper method for allocating production demand
costs, which are the costs associated with the Company’s nuclear, coal, and gas-fired generation
facilities. Id. at 8, 10-11. Staff believes that the Company’s COSS should use an energy-weighted
allocation approach, instead of the Company’s proposed 4CP method, which allocates production
demand costs based solely upon relative class demands registered duﬁﬁg the four peak hours of the
year. Id. at 8. Staff therefore modified the Company’s COSS to use a 4CP & Average allocation for
production plant investment and expenses. Id.

Coincident peak demands are the measured maximum combined loads of all customers on the
system in the single hour (or four hours under the Company’s proposal) when overall system demand
is the highest during the year. Id. The Company’s proposed 4CP allocation factor would use these
hourly demands registered by each customer class during the four highest peak system demand hours
in the test year to allocate responsibility for all power generation production resources among
customer classes. Id. Customer use during the remaining 8,756 hours of the year has no impact upon
the allocation of costs for APS power plants under the 4CP approach. Id. The theory assumes that
meeting hourly peak demand is the sole planning criteria used by APS to determine whether to incur
generation fixed costs. Id. at 8-9.

Staff does not accept this premise. Id. at 9. Costs of APS’ power production facilities are not
incurred solely to meet peak hour demands, but are instead incurred to efficiently produce electricity
throughout the entire year. Id. Although APS is a summer peaking utility, its generation facilities are
also required to serve customers during all of the non-peak hours of the year. Id. at 11. Many of the
costs incurred by APS to own, operate, and maintain its power plants could be much lower if the
Company were concerned only with meeting demands during the four peak hours of the year. Id. at

11-12.

61




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

Generally, the effect of using an energy-weighted 4CP & Average approach (as recommended

by Staff) is to recognize that demands throughout the year contﬁbute to cost causation and to attribute
some generating capacity costs to the lighting classes and to attribute more production costs to higher
load factor customers that use more energy relative to their peak demands. Id. at 10. In APS’ case,
the 4CP allocation of production demand costs results in Street Lighting and Dusk to Dawn lighting
classes paying nothing toward the fixed costs of APS’ production facilities. Id. at 12. While it is
obvious that APS must use its generation facilities to serve these customers, the 4CP method fails to
allocate any production demand costs to them simply because their loads do not occur coincident
with the four hours when the 4CP method measures customer demand. /d. at 12-13.

An energy-weighted allocation factor considers the fact that electric production facilities are
designed and operated to meet both peak and non-peak demands. Id. at 13. The 4CP & Average
approach involves a weighted combination of the peak demand allocation factor used by APS along
with an average demand (or energy-based) allocation factor. Id. Although Staff proposes to apply
weight to customer demands throughout the year, Staff nonetheless proposes to heavily weight hourly
peak demands when determining production demand allocation factors. Id. at 9.

Staff witness Brosch explained that, in the last APS rate case, Staff and RUCO opposed the
Company’s use of a 4CP production demand cost allocation method and also noted that other Arizona
utilities with summer peaking characteristics, such as Tucson Electric Power, have employed a 4CP
& Average approach in proceedings before the Commission. /d. at 16-19.

Staff anticipated that APS would argue that Staff’s 4CP & Average method would shift costs
away from retail customers and inappropriately place them upon non-jurisdictional, FERC-regulated
services. Id. at 22. Therefore, Staff elected to not disturb the jurisdictional allocation of production
plant, so that no jurisdictional shifting of costs could occur. Id. The 4CP & Average calculation

performed by Staff was limited to revision of the retail class allocation factors so that the percentage
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of production demand related costs allocated to FERC jurisdictional customers is unchanged and is

still based upon the Company’s proposed 4CP method. Id.

Finally, transmission costs in the COSS are treated as entirely non-jurisdictional.
APS’ retail customers are charged for transmission services for native load at the FERC Open Access
Transmission Tariff rate. /d. at 23. This treatment is consistent with the resolution of APS’ last rate
case. Id.
XVI. RATE DESIGN

A. Interclass Returns For Residential Service Category Recommendations.

In general, Staff favors a rate spread that is informed by the results of the cost of service study
as opposed to an across-the-board increase, as recommended by RUCO witness Diaz-Cortez. Staff
recommends a total increase of 9.69 percent for the residential class as a whole, which is greater than
the system average. Staff also recommends that residential rates EC-1, ET-1, and ECT-1 receive
greater than average increases because these rate classes are underperforming relative to the rest of
the residential class as well as the system average rate of return. Staff also recommends that E-12
receive an increase that is less than the system average because this rate class is earning slightly more
than the system average.

Staff considered two scenarios in determining the proper rate spread for the interclass
residential cost-of-service categories. The first scenario takes into account the elimination of frozen
rate schedules E-10 and EC-1, consistent with Commission Decision No. 67744. In the second
scenario, Staff evaluated an interclass residential rate spread where E-10 and EC-1 would not be
cancelled in this proceeding. Staff recommends the first scenario and included the second scenario
for information purposes only. A chart providing interclass residential rate spreads can be found in
Staff witness Andreasen’s testimony. (Andreasen Direct Test., hereinafter referred to as “Andreasen

Direct”, Ex. S-22 at 6).
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B. Interclass Returns For General Service Category.

Staff’s testimony addresses the rate increase percentége to apply to the general service
category. Staff recommends a total increase of 9.52% for the general service class as a whole, which
is less than the system average increase.

Staff recommends a smaller than average increase for E-20, which is reasonable because E-
20’s rate of return is greater than the system average and exceeds that of any other general service
rate category, according to the cost-of-service review presented by Staff witness Brosch. Staff
further recommends that the cost of service category E-32 (1,000 kW or greater) receive a greater
increase than all other E-32 cost-of-service categories because this category is underperforming
relative to the other E-32 cost-of-service categories. Staff also recommends a higher than average
increase for both E-34 and E-35 because both of these rates have significantly lower average rates of
return compared to the rest of the general service category and the system average rate of return. A
chart providing an interclass general service rate spread can be found in Staff witness Andreasen’s
testimony. (Andreasen Direct at 7).

C. Customer Transition Plan For Residential Customers On E-10 And EC-1.

Staff’s testimony addresses the elimination of frozen rate schedules E-10 and EC-1. The
Commission provided for the cancellation of E-10 and EC-1 in Decision No. 67744 in April, 2005.
APS proposes that residential customers subscribing to these rate schedules be given six months to
review and choose a new rate schedule after this case concludes. By contrast, Staff recommends that
residential customers on these rate schedules be given one year instead of six months to choose a new
rate schedule, that APS continue to educate these customers on their rate options during the one-year
period, and that APS wait until the end of the one-year transition period to cancel E-10 and EC-1. A
one-year transition period is reasonable because the increase is fairly significant, and customers may
need a longer period to evaluate all other available rate options, including time-of-use and demand

options. For the evaluation period to be effective, APS should continue to educate its customers. In
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the rebuttal testimony of APS witness Rumolo, APS accepted Staff’s proposal for the one-year

transition period for residential customers on E-10 and EC-1. (Rumolo Rebuttal Test., Ex. APS-70 at
7.

Under APS’ proposal, E-10 and EC-1 customers will be moved to default rates if they fail to
elect a new rate during the transition period. E-10 and EC-1 customers who consume less than 1,000
kWh would be moved to E-12, E-10 customers who consume more than 1,000 kWh would be moved
to ET-1, and EC-1 customers who consume more than 1,000 kWh would be moved to ECT-1. Staff
finds this proposal to be reasonable.

D. Customer Transition Plan For General Service Customers On The Experimental
Time-Of-Use Rates E-21, E-22, E-23, and E-24.

Staff’s testimony addresses whether APS should be permitted to automatically switch general
service customers on the experimental time-of-use rates E-21, E-22, E-23, and E-24 to a default rate
at the conclusion of the rate case. Under APS’ proposal, the default rate would be E-32 TOU. APS
would then provide each customer with a comparison of his/her bill on E-32 and E-32 TOU. Ifa
customer were to find that E-32 is a more advantageous rate than E-32 TOU, the customer could
switch to E-32 as soon as a meter change out could be provided by APS.

Staff recommends that APS first give customers a six-month transition period to evaluate and
choose among the various rate options. APS shall then cancel E-21, E-22, E-23, and E-24 at the end
of the six-month interim period. This recommendation is reasonable because a six-month interim
period provides customers the opportunity to consider all of their rate options before APS places
them on a default rate, and it gives APS time to make the required meter change outs. Additionally,
an interim period will mitigate unintended rate impacts by giving each customer the opportunity to
choose the most economic rate option based on factors specific to his/her individual load pattern. In
the rebuttal testimony of APS witness Rumolo, APS accepted Staff’s proposal for the six-month

transition period for general service customers on experimental rates E-21, E-22, E-23, and E-24. Id.
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E. Rate Design For ET-2 & ECT-2.

Staff recommends that rate designs for ET-2 and ECT-2 remain revenue neutral compared to
ET-1’s and ECT-2’s respective adopted rates. Regarding ET-2, Staff also recommends that the
Commission incorporate off-peak kilowatt-hour winter rates that are less than off-peak summer rates.
This approach is appropriate because a utility’s generation or purchased power costs are typically
lower in the winter than they are in the summer. This approach is also consistent with other APS off-
peak rate designs.

F. Demand Rates And Structure Of E-32.

APS has proposed applying an increase of about 21% to rate schedule E-32, which is the
proposed system average increase. Staff recommends that demand rates not be raised significantly
over levels proposed by APS. Staff’s hesitation to raise demand rates significantly is supported by
two factors: 1) the last rate case significantly raised the demand charge for customers above 20 kw,
such that some lower load factor customers received increases significantly greater than the average
increase; and 2) this adoption of a higher demand rate is fairly new in that current rates have only
been in effect for a year and a half.

AECC witness Higgins has recommended various demand rate alternatives that would recover
additional revenue requirements through demand rates as opposed to energy rates. Increasing
demand rates favors higher load factor customers. Staff believes that the Commission should be
cautious about adopting higher demand rates for E-32 that would adversely impact low load factor
customers, who have recently experienced greater than average increases as a result of APS’ last rate
case.

In addition to restricting the proposed demand rates, Staff also recommends that the
Commission require APS to propose in its next rate case a replacement for E-32 with three separate
tariffs for small, medium, and large general service categories or other appropriate divisions.

Replacing E-32 with three separate tariffs is a reasonable modification because the current structure
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complicates the rate design process for E-32, making it difficult to tailor rate structures to different

size customers with similar usage characteristics. Dividing E-3“2, which currently serves about 96%
of APS’ general service customer base, into size-based categories would mitigate this problem.

Staff witness Andreasen noted that creating multiple size-based categories for general service
customers i1s common in the industry. Utilities often opt to have multiple rates for general service
customers designed by different categories of size, rather than one rate structure that applies to
customers of varying sizes. Staff believes that APS and its general service ratepayers could both
benefit from rate schedules that are designed for groups of customers of similar sizes. In rebuttal
testimony, APS witness Rumolo and DEAA witness Murphy both accepted Staff’s proposal to divide
E-32 into size-based categories.

G. Rate Structure of E-32 TOU

Staff agrees with DEAA witness Murphy that E-32 TOU should also be replaced with size
sensitive rates. (Murphy Rebuttal Test., Ex. DEAA-2 at 2). Consistent with Staff’s recommendation
for E-32, Staff therefore recommends that APS file three separate tariffs for small, medium, and large
general service categories (or other appropriate divisions) in its next rate case. Staff believes that the
E-32 TOU rate structure should correspond to the E-32 rate structure; therefore, APS’ future
proposals for replacement tariffs for E-32 and E-32 TOU should be consistent.

Staff also agrees with AECC witness Higgins that the same rate increase applied to E-32
should also be applied to E-32 TOU in order to maintain the same relationship between the two
schedules that was established in the last rate case. (Higgins Direct Test., Ex. PDMC/ARCC-5 at 17).
Staff finds no evidence to support an increase for E-32 TOU that is significantly higher than the
increase assigned to E-32.

H. System Benefits Charge.

Staff recommends that the System Benefits Charge be $49,191,690. Staff recommends the
same amounts for demand-side management, renewables, and Palo Verde Power Plant
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Decommissioning that APS has proposed. Staff recommends a higher amount than APS proposes for

the E-3/E-4 Low Income Programs to take into account the $150,000 administrative and marketing
expenses that APS identified in discovery. APS recommended including $10,177,404 for ISFI, but
Staff recommends reducing that amount to $9,917,657. This proposed reduction of $259,747 is
addressed in the Direct Testimony of Staff witness Dittmer. Staff recommends that the System
Benefit Charge for all applicable APS rate schedules be set at $.001850 per kWh.

L Schedule 1 Recommendations

Schedule 1 is a rate schedule that sets forth APS’ terms and conditions of service. APS has
proposed making certain clarifying changes as well as changing the way the after-hours charge for
other services is collected from customers. APS’ proposal would change the way in which the after-
hours charge for other services is assessed to customers and would result in a charge of $75.00 per
crew person per hour.

Staff believes that APS’ proposal has the potential to create customer confusion and that
customers will not be able to know ahead of time what they will be charged. Therefore, Staff
recommends that the after-hours charge on Schedule 1 for other services remain at $75.00 per trip.

Staff recommends that the wording for sections 4.3.2.3.4, 5.4, and 6.4 on Schedule 1 included
on APS document number 10679 be adopted, which can be found in Staff witness Andreasen’s
Surrebuttal testimony as Exhibit A. Additionally, Staff recommends that APS should include a
definition for “Multi-Unit Residential High-Rise Developments” to avoid confusion.

J. Schedule 3 Recommendations

Schedule 3 is a service schedule that sets forth APS’ line extension policy. Schedule 3 allows
APS to collect the costs of installing distribution-related facilities that are associated with the
development of new homes and businesses within APS’ service territory. APS is proposing to move
from a free-footage-based allowance to a dollar-based allowance. This proposal would improve

APS’ ability to recover its distribution costs associated with new growth. (Andreasen Direct at 22).
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APS has reorganized Schedule 3 by specific type of end-use development: (1) Residential
Homebuilder Subdivisions, (2) Residential Customer Home “Lot Sale” Developments, (3) Master
Planned Community Developments, and (4) Residential Multi-Family Developments. For the
Residential Custom “Lot Sale” Developments, Staff recommends that APS add clarifying language to
Schedule 3 to specify that the “construction cost” refers to the “backbone infrastructure cost.” Under
sections titled “Master Planned Community Developments” and “Residential Multi-Family
Developments,” Staff recommends that APS clarify the allowances that will be credited to the
applicant. With respect to the definition section of Schedule 3, Staff reccommends that APS amend its
definition for “Residential Homebuilder Subdivision” on Schedule 3 to be consistent with R14-2-
201(34). Staff also recommends that APS add language to each section of Schedule 3 clarifying the
applicable timeframes for field audits and refundable advances.

In rebuttal, APS witness Rumolo provided a redlined exhibit DJR-3RB, which adopts Staff’s
recommendations for Schedule 3. Staff finds this acceptable subject to the following three
recommendations: (1) clarify that under section 1.1.1 of Schedule 3, “group” would be defined as “4
or less homes” instead of “less than 4 homes”; (2) clarify that under section 1.3.1, the allowance
would be credited against the “total construction costs”; and (3) clarify that under section 1.3.2.,
advances would be subject to refund as specified in “section 4.1” instead of “section 4.2.” In the
rejoinder testimony of APS witness Rumolo, APS agreed that these recommendations are acceptable.
XVII. MISCELLANEOUS ISSUES

X. Hook-Up Fees.

Staff surveyed and researched the feasibility of establishing a hook-up fee for APS. There are
many unanswered questions that should be addressed before the Commission decides this question.
Therefore, Staff does not recommend the adoption of hook-up fees for APS at this time.

If the Commission chooses to pursue hook-up fees for electric and gas utilities, Staff

recommends that the Commission open a generic docket where parties can provide feedback, and the
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Commission can evaluate the adoption of hook-up fees for the energy industry. If the Commission

were to adopt a hook-up fee for APS in this proceeding, Staff believes that the structure of Schedule 3
should be changed 1) to remove the free allowance and 2) to account for specialized distribution
related costs in excess of those included in the hook-up fee.

B. Demand Response And Load Management.

Demand response programs are mechanisms designed to provide incentives for customers to
reduce their load in response to prices, market conditions, or threats to system reliability. Demand
response can result in savings of variable supply costs during times when wholesale prices and
demand are high. This would displace the need to build additional capacity-related infrastructure,
such as generation, transmission, and distribution. This would also improve system reliability by
reducing demand when facilities, such as a generator or transmission line, fail. Load management
refers to deliberate actions initiated by a utility to reduce peak demands or to improve system
operating efficiency.

Staff recommends that APS conduct a study to identify the types of demand response and load
management programs that would be most beneficial to APS’ system. In the study, APS should
demonstrate why certain programs are more beneficial than others, and it should also identify the
customer segments that are most likely to respond to such programs. The study should rely on a cost-
benefit analysis based on the Societal Cost Test and should be filed with the Commission within eight
months of a Commission decision in this matter. If APS needs more than eight months to complete
its study, Staff would not object to extending the deadline.

In addition, APS should be required to file for Commission approval one or more cost
effective demand response or load management programs that APS believes would be most beneficial
to its system and its ratepayers. APS should file its proposed program concurrently with the study

referred to above.
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C. Rate Stabilization Fund

The Commissioners asked the parties to address wﬁether APS should establish a rate
stabilization fund. Although a rate stabilization fund is a novel idea with potential benefits, Staff
does not support the adoption of such a mechanism for APS at this time. (Rowell Rate Stabilization
Response to Comm’rs., Ex. S-21).

A rate stabilization fund would require up-front funding from ratepayers, thereby front-
loading the necessary costs. Furthermore, given the size of recent actual and requested APS rate
increases, any hypothetical rate stabilization fund would have had to have been very large (and thus
very expensive) to achieve any meaningful rate impact. With respect to SRP’s rate stabilization fund,
Staff notes that SRP is a fundamentally different entity than APS; thus, policies that are appropriate
for SRP may not be appropriate for APS.

D. Depreciation

Staff concluded that the depreciation rates presented in APS witness White’s Attachments
REW-1 and REW-2 should be adopted for use in this case. (Smith Direct Test., Ex. S-18 at 34).
These depreciation rates were developed in a manner that is consistent with the Commission’s rules
for depreciation rates. Id. at 35. These rates are also consistent with a “technical update” approach to
the depreciation rates approved by the Commission in Decision No. 67744. Id. The net change in
percentage terms is fairly small, resulting in an increase of .06 percentage points for APS plant and a
decrease of .2 percentage points for plant that APS acquired from PWEC. Id.

The Commission should require APS to clearly break out each of the new depreciation rates
between 1) a service life rate and 2) a net salvage rate, similar to the rates shown in Appendix A to
Decision No. 67744. By doing this, the depreciation expense related to including the estimated future
cost of removal can be tracked and accounted for by plant account. JId. Finally, Staff also
recommends that the Commission consider amending A.A.C. R14-2-102, the Commission’s rule

addressing depreciation, to allow alternative treatment for the cost of removal. Id. at 34.
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E. Staff Engineering Report

Staff conducted an engineering inspection to detefmine whether APS’ 2005 capital
improvements were used and useful and to evaluate APS’ plant for quality of service purposes. (J.
Smith Direct Test., Ex. S-2 at 6-7). Staff concluded that the utility plant improvements constructed
by APS in 2005 were appropriate and necessary to maintain reliable, efficient, and cost effective
service to its retail customers and the wholesale market. Id. Staff therefore concluded that all utility
plant contained in APS’ rate application is “used and useful” in meeting customers’ needs. Id.
XVII. CONCLUSION

For the reasons set forth above, Staff requests that the Commission adopt Staff’s
recommendations in this matter.

RESPECTFULLY SUBMITTED this 22™ day of January, 2007.

Chriftopher C. Kempley{ Ghief Counsel
& t Wagner, Senior Staff Counsel
Charles Hains, Attormey
Arizona Corporation Commission

1200 West Washington Street
Phoenix, Arizona 85007
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